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CUSTOMER FOCUS, REWARDING RELATIONSHIPS

At Discover, everything we do starts with a focus on the
customer. For more than 25 years, we have focused on
providing credit card customers with cash rewards and
superior customer service delivered by Discover employees
at U.S. locations. Now we are taking our customer focus
info student loains, savings deposits and other direct banking
products, even as we expand our payment networks
globally with more merchants in more countries. The goal
is broader and deeper relationships with customers. ..
relationships that are more rewarding... relafionships
that last,
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DIRECT BANKING

Discover is one of the largest direct banks in the United States, with $57 billion in loans and $100 billion in

.

credit card sales volume. In addition to the company’s Hagship credit card business, the Direct Banking segment

includes personal loans, student loans, prepaid cards and deposit products.

PAYMENT SERVICES
The Payment Services segment consists of PULSE, one of the nation’s leading ATM /debit networks; Diners Club

International, a global payments network; and our third-party issuing business, which includes credit, debit and

prepaid cards issued by third parties on the Discover Network.

DISC&VER

* $47 billion in loans | e ‘
¢ leading cash rewards program | ¢ $111 billion volume :
e 1 in 4 U.S. households : ! ® 30+ issuers

* $7.3 billion in private student loans
° Undergraduate and targeted graduate
student loans

* On a lender list at more than 1,200
co”eges and universities

®

¢ 4,300+ issuers

i

* $2.6 billion in loans

* Consolidation and major purchases

o
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$ DEPOSITS { Diners Club
® $26.2 billion direct-to-consumer deposits Moy INTERNATIONAL

* Money market accounts, cerfificates of

deposit and savings accounts

= $29 billion volume

* 80+ licensees
®* 185+ countries/territories

Note: Balances are as of November 30, 2011, Volumes are for the fiscal year ended November 30, 2011
Certain historical numbers in this Annual Report are shown on an “as adjusted” basis where indicated. The as-adjusted basis assumes that the trusts used in our securitization
activities were consolidated into our financial results and exclucles from results income received in connection with the antitrust fitigation setflement i 2008 and 2009.
For an explanation as fo why management believes that the “as adjusted” numbers are useful to investors and for o reconciliation of these numbers, see “Management’s

Discussion and Analysis of Financial Condition and Results of Operations—Reconciliations of GAAP to As-Adjusted Data” in the accompanying Annual Report on Form 10-K.




David Nelms

Chairmon and Chief Executive Officer

In 2011, Discover marked its 25th year in business by
producing record net income and achieving numerous other

financial and operating successes.

A key factor in our ongoing succcess is our exceptional
customer focus, which is driving Discover’s progress toward

becoming the leading direct banking and payments company.

The highlights of 2011 included: i}}
» Net income of $2.2 billion, or $4.06 per share, and
return on equity of 30%

» Record low credit card delinquency rate

o Network volume of $280 billion; $100 billion in

Discover card sales volume

o Continued improvement in merchant acceptance,
domestically and around the world

¢ Growth in private student and personal loans to $10 billion
o Growth in direct-fo-consumer deposits to $26 billion ,
o Increases in our quarterly dividend to $.10 per share

o Repurchase of 3% of our outstanding common stock o

Perhaps the most impressive aspect of 2011 is that we
achieved exceptional results in an economic, regulatory and
competitive environment that continued to be very challenging.
In the U.S. economy, the housing market remained weak,
unemployment was high, and consumer confidence remained
relatively low. In addition, the credit card industry has shrunk,
regulation has increased dramatically, and competition for

market share is intense.



Against this backdrop, Discover performed very well in 2011, making significant progress on our performance

priorities, and positioning the company for future success with a relentless focus on serving customers well.

When it comes to serving customers in U.S. retail banking, direct banking is the future. According to an
American Bankers Association study, most customers prefer the online channel over bank branches. In foct,
the big move now is not from bricks-and-mortar to online, but from personal computers to mobile devices

for online access—a trend that represents new opportunities for Discover in both direct banking and payments.

In addition to aligning with consumer preferences, direct banking allows us to broaden and deepen our
relationships with existing customers, and to attract new customers. We believe the direct model is also
inherently more efficient than the traditional branch-banking model, which means we can offer consumers

better value while still achieving strong financial returns for Discover.

Our plan for the years ahead is to continue to expand our direct banking footprint, using our Discover card
i y p v ’
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business as the cornerstone, and leveraging our expertise in customer service, online experience, direct

marketing and unsecured lending—as well as the strength and reputation of the Discover brand.
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Discover Card

Discover has been a leader in the credit card industry for more than 25 years. In addition to 8% growth

in Discover card sales volume and record low delinquencies, our accomplishments in 2011 included:

e Net principal credit card charge-off rate of 4.50%
e 3% growth in credit card loans while the industry continued to shrink

o A 10-year low level of cardmember aftrition

@

Record enrollment in our rewards programs

We are succeeding in the credit card business by providing customers with exceptional rewards, service
and online experience, supplemented by improved merchant acceptance and effective marketing programs.
In 2012, we expect these efforts fo result in more new customers, increased use of our cards by existing

customers, and profitable growth in loans.

In cash rewards, Discover is the pioneer, and we are building on our leadership position by focusing on
the things that matter most to customers. Because we own our network and have direct relationships with
many of the leading merchants and brands in the United States, we offer many customized programs each
year that deliver significant value to our cardmembers and our merchants. Discover, in turn, benefits from

increased usage and customer loyalty.

INET PRINCIPAL CHARGE-OFF RATE” OPERATING E),(PE‘NSES : : INCOME FROM CONTINUING OPERATION
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We also make it easy lo earn and redeem cash rewards. One of the most recent and most successhul
examples of such simplicity is allowing Discover Cardmembers fo redeem cash rewards in any amount

directly ot Amazon.com, and we have seen a significant increase in cardmember purchases at Amazon.

When it comes to customer service, our approach is very different from companies that regard service
primarily s an expense. In contrast, we regard customer inferactions as opportunities to strengthen

relationships, reinforce rewards, encourage usage and build loyalty.

Great customer service starts with hiring the right employees, training and developing them, and then
engaging custemers in meaningful conversations. Customer service for our cardmembers is handled
100% by Discover employees at U.S. locations, which we regard as a competitive advantage. We have
also invested to ensure cardmembers have the best online experience in the industry. Our godl is to serve

customers any time, any place, and in any way they want fo interact with us.

Two other factors are contributing to our success in the credit card business: expanded merchant acceptance
and effective marketing programs. The popular and effective “Peggy” commercials have successfully
highlighted our rewards and service leadership. Our partnership programs—including Six Flags, the
National Hockey League, college football’s Bowl Championship Series and the Discover Orange Bowl—

are reaching and benefiting many potentiol and existing customers. In addition, we are using innovative

social media promotions to help increase cardmember engagement and goin new customers.

DILUTED EARNINGS PER SHARE OF RETURN.ON EQUITY FROM STOCK PRICE AT FISCAL YEAR-END

COMMON STOCK FROM CONTINUING OPERATIONS
CONTINUING OPERATIONS
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Finally, underlying all of our success in the credit card business is our approach to credit risk management.

We have performed well compared to industry averages over the past several years when it comes to
delinquencies and charge-offs, and as the economy recovers, we are using that expertise to drive

profitable growth in the card business, and to fuel growth in our other consumer lending products.

Other Direct Banking

Our card business gives us a great foundation in direct banking, and our newer lending and
savings products are growing fast. Discover is now a leader in the private student loan, personal loan

and direct-to-consumer deposi? markets. .

One of the benefits of being a direct bank is that we can focus on the products and services that best
meet the needs of our customers and that we believe will be profitable. For example, as other providers ?
were gefting out of private student loans, we entered the market because our customers value higher

education and because we believe that, managed properly, student loans will be a stable and profitable

asset class over the long term. Similarly, we have grown our personal loans, primarily by helping

customers consolidate and pay down debt.

In 2011, our private student loan and personal loan portfolios grew to a combined $10 billion, which was
18% of our loans at year-end. Meanwhile, we have grown our direct-to-consumer deposits from $3 billion
to $26 billion over the last four years—again, by providing customers with products that they want from

a brand that they trust.

Looking ahead, we are targefing solid growth and strong returns in our private student and personal loan
portfolios, while continuing to pursue other opportunities to expand in direct banking. Our expansion plans
in 2012 include completing the acquisition of substantially all of the assets of the Home Loan Center to
facilitate our entry into the mortgage origination business. With each new product, we are bringing our

heritage of great customer service in the card business to all direct banking customers.



Discover has a unique payments business model—a multi-branded, global network consisting of the
Discover, PULSE and Diners Club International networks. Together, our networks are well positioned to

meet the needs of financial institutions, merchants and consumers around the world.

Highlights in 2011 included:

e Volume growth on all of cur networks
* An 18% increase in pretax income to $166 million
o New acquirer and network partnerships across the globe

Looking ahead, we expect 2012 fo be an exciting year in the payments industry, and we expect continued

progress in the form of increased acceptance, volume growth and profit contribution.

Our foremost priority continues to be merchant acceptance, both domestically and globally. We have
made tremendous progress over the last few years by partnering with others to sign and service
small- to mid-sized merchants while we maintain direct relationships with our top 1,400 merchants.

The result has been a 41% increase in the number of active U.S. merchants since 2006.

We are dlso very focused on merchant acceptance in international markets. In 2017, we signed
agreements with the largest merchant acquirers in Germany, the United Kingdom, Canada and Puerfo Rico

to expand acceptance in those markets.

In addition to expanding acceptance, we are increasing the global reach of our networks by partnering
with regional networks around the world. Examples include our network-to-network agreements with
China UnionPay, JCB in Japan, BC Card of Korea and DinaCard of Serbia. We also expanded our

global ATM footprint fo more than 800,000 ATM locations in 100 countries, and we are investing in

our Diners Club International business by developing new products, seeking new franchises, and providing

incentives to existing franchises for expansion and development.

Regulatory change has been one of the challenges in recent years, but it is also presenting us with an
opportunity in PIN debit. PULSE has been working closely with many financial institutions to help them
navigate new regulations, and we believe PULSE is positioned to gain PIN debit volume when a regulatory

change goes into effect April 1, 2012,



Finally, one of the most exciting aspects of the payments industry is the explosive growth of new

payment technologies and mobile devices. In the years ahead, more and more people will be able
to use mobile phones and other devices o access not just their credit and debit accounts, but also

coupons, rewards and other value-added services.

It is too soon to predict which mobile payments technologies or providers will succeed. Our strategy

is fo invest in multiple technologies and be a flexible partner. Accordingly, we are working with
telecommunications companies, technology companies, financial institutions and others to ensure that
Discover is af the forefront of new developments in payments technology and is positioned to effectively

introduce new technologies and services to customers.

Recently, Discover extended its commitment to education by launching Pathway to Financial Success,

a five-year, $10 million investment designed to get financial education into schools. Our company is
introducing a campaign fo raise awareness of the need for financial education, and we will provide

a solution through grants that we will make available to public schools throughout the United States,
along with financial curriculum and teacher training. Discover expects to reach more than o half million
students through the program, which will provide them with the financial education they need to make

informed decisions about money that will help them achieve brighter financial futures.

Our support of financial education is just one of the ways Discover is giving back fo the community.

In 2011, the company and employees donated millions of dollars and volunteered more than 40,000
hours to schools, communities, charities and other non-profit organizations across the country. | would
like to thank Discover employees for all of their volunteer work—as well as for the outstanding financial

and operating results we achieved at Discover in 2011,

| also want to thank Discover customers for your loyalty, and Discover shareholders for your continued
support. Finally, | thank the Discover Board of Directors for your wise counsel. With your help, Discover
has maintained its focus on the customer, navigated through economic and regulatory challenges,

and is now stronger than ever and well on the way to becoming the leading direct banking and

payments company.

DA (ks
David Nelms l Chairman and Chief Executive Officer
February 15, 2012
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Except as otherwise indicated or unless the confext otherwise requires, “Discover Financial Services,” “Discover,” “DFS,” “we,” “us,
Company” refer to Discover Financial Services and its subsidiaries.

”u

our,” and “the

We own or have rights to use the trademarks, trade names and service marks that we use in conjunction with the operation of our business, including,
but not limited to: Discover®, PULSE®, Cashback Bonus®, Discover® More® Card, Discover® Motivas™ Card, Discover® Open Road® Card, Discover®
Network and Diners Club International®. All other trademarks, trade names and service marks included in this annual report on Form 10-K are the

property of their respective owners.




Partl. | ltem 1. Business

Introduction

Discover Financial Services is a direct banking and payment services company. We are a bank holding company
under the Bank Holding Company Act of 1956 and a financial holding company under the Gramm-Leach-Bliley Act,
subject to oversight, regulation and examination by the Board of Governors of the Federal Reserve System (the “Federal
Reserve”). We offer credit cards, student loans, personal loans and deposit products through our Discover Bank
subsidiary. We had $57.3 billion in loan receivables and $26.2 billion in deposits issued through direct-to-consumer
channels and affinity relationships at November 30, 2011. We operate the Discover Network, our credit card payments
network; the PULSE network (“PULSE”), our automated teller machine (“ATM”), debit and electronic funds transfer
network; and Diners Club International {“Diners Club”), our global payments network.

On December 31, 2010, we acquired The Student Loan Corporation {“SLC”) in a merger transaction for $600 million.
We received a purchase price closing adjustment, resulting in a net cash outlay of approximately $401 million for the
acquisition. We acquired SLC’s ongoing private student loan business and approximately $4.2 billion of private student
loans and other assets, along with assuming approximately $3.4 billion of SLC's existing asset-backed securitization debt
funding and other liabilities. In addition, on September 30, 2011, we purchased approximately $2.5 billion of additional
private student loans from Citibank, N.A. {“Citi”) for a purchase price equal to 99% of the outstanding aggregate
principal and accrued interest balance of the purchased loans (excluding certain charged-off loans) through the closing
date. These portfolio acquisitions were accretive to income for the year ended November 30, 2011. In addition, the SLC
acquisition provided us with a developed student loan origination platform, additional school relationships, experienced
personnel and SLC's website.

In May 2011, we agreed to acquire substantially all of the operating and related assets of Home Loan Center, Inc., a
subsidiary of Tree.com, Inc., for approximately $55.9 million, which will add a residential mortgage lending component
to our direct banking business. The acquisition is subject fo closing conditions, including regulatory approvals.

Available Information

We make available, free of charge through the investor relations page of our internet site htfo://www.discoverfinancial.com,
our annual reports on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K, proxy statements, Forms 3, 4
and 5 filed by or on behalf of directors and executive officers, and any amendments to those documents filed with or furnished
to the Securities and Exchange Commission {the “SEC”) pursuant fo the Securities Exchange Act of 1934. These filings are
available as soon as reasonably practicable after they are filed with or furnished to the SEC.

In addition, the following information is available on the investor relations page of our internet site: (i) our Corporate
Governance Policies; (i) our Code of Ethics and Business Conduct; and {iii) the charters of the Audit and Risk,
Compensation, and Nominating and Governance Committees of our Board of Directors. These documents are also
available in print without charge to any person who requests them by writing or telephoning our principal executive
offices: Discover Financial Services, Office of the Corporate Secretary, 2500 Lake Cook Road, Riverwoods, lllinois
60015, U.S.A., telephone number (224) 405-0900.

Operating Model

We manage our business activities in two segments: Direct Banking and Payment Services. Our Direct Banking
segment includes Discover card-branded credit cards issued to individuals and small businesses on the Discover Network
and other consumer banking products and services, including personal loans, student loans, prepaid cards and other
consumer lending and deposit products offered through our Discover Bank subsidiary. Our Payment Services segment
includes PULSE, Diners Club and our third-party issuing business, which includes credit, debit and prepaid cards issued
on the Discover Network by third parties.

We are principally engaged in providing products and services to customers in the United States, although the royalty
and licensee revenue we receive from Diners Club licensees is derived from sources outside of the United States. For
quantitative information concerning our geographic distribution, see Note é: Loan Receivables to our consolidated
financial statements, and for quantitative information concerning our royalty revenue, see Note 16: Other Income and
Other Expense. '



Below are descriptions of the principal products and services of each of our reportable segments. For additional
financial information relating to our business and our operating segments, see Note 24: Segment Disclosures to our
consolidated financial statements.

Direct Banking
Credit Cards

We offer credit cards to consumers and small businesses. Our credit card customers are permitted fo “revolve” their
balances and repay their obligations over a period of time and at an inferest rate set forth in their cardmember
agreements, which may be either fixed or variable. The inferest that we earn on revolving credit card balances makes up
approximately 90% of our total interest income. We also charge customers other fees, including fees for late payments,
balance transfer transactions and cash advance transactions. We also offer various products and services in connection
with our credit card business, such as Payment Protection, Identity Theft Protection, Wallet Protection, Credit ScoreTracker
and other fee-based products.

Our credit card customers’ fransactions in the U.S. are processed over the Discover Network. Where we have a direct
relationship with a merchant, which is the case with respect to our large merchants representing a maijority of Discover
card sales volume, we receive discount and fee revenue from merchants. Discount and fee revenue is based on pricing
that is set forth in contractual agreements with each such merchant and is based on a number of factors including industry
practices, special marketing arrangements, competitive pricing levels and merchant size.

Where we do not have a direct relationship with a merchant, we receive acquirer interchange and assessment fees
from the merchant acquirer that settles transactions with the merchant. The amount of this fee is based on a standardized
schedule and can vary based on the type of merchant or type of card (e.g., consumer or business).

Most of our cards offer the Cashback Bonus rewards program, the costs of which we record as a reduction of discount
and interchange revenue. See “Marketing — Rewards/Cashback Bonus” for further discussion of our programs offered.

The following chart shows the Discover card transaction cycle as processed on the Discover Network:

Cardmember makes purchase at
oy Merchant accepting Discover
Discover = > Merchant
Cardmember

Direct Merchant
Discover reimburses

Merchant for amount

Indirect Merchant

Cardmember makes a -
Acquirer reimburses

paymentfo Discover  of transaction less Merchant for amount .
discount fee of transaction less Merchant submits
discount fee transaction to Acquirer

Discover bills
Cardmember for

amount of transaction Merchant submits

fransaction to Discover

Discover reimburses

Acquirer for amount of “
; transaction less acquirer

t D|Scover NetWOrk/ interchqnge fee

Discover Bank

Merchant Acquirer

Acquirer submits
transaction fo Discover

* This is a simplified illustration of a typical credit card transaction. It does not reflect certain operations and assessment fees, cash or balance
transfer fransactions, authorizations, disputes or other specifics.

Student Loans

We help students and parents finance education costs at select schools by offering private student loans and related
services. Private student loans are intended to supplement any financial aid that may be available through grants,
scholarships or under the federal government's Direct Lending Program. Historically, we have offered both federal and
private student loans. However, effective July 2010, federal legislation required all federal student loans to be made
directly by the federal government, and as of November 30, 2011, our remaining federal student loan portfolio was
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classified as loans held for sale. In December 2011, we agreed to sell substantially all of our remaining federal student
loan portfolio. For more information, see “Management’s Discussion and Analysis of Financial Condition and Results of
Operations — Recent Developments.” :

We currently have two types of variable rate private student loans: (i) Discover student loans through Discover Bank;
and {ii) for a transition period after our acquisition of SLC, CitiAssist® loans, which are originated by Citi, and
subsequently purchased by Discover Bank. Our private student loans are markefed through colleges and universities,
including schools where Discover or Citi is named a preferred lender. Discover student loans and CitiAssist loans are also
marketed online and through direct mail. In addition, CitiAssist loans are marketed through marketing agreements with
Citi and its affiliates.

Customers can apply for a Discover student loan by mail, online or by phone, where we have dedicated staff within
our Discover call centers to service student loans. Customers can apply for a CitiAssist loan online. As part of the loan
approval process, virtually all Discover student loans and CitiAssist loans are certified with the school fo ensure students
do not take on more private student loans than they need. To ensure proper use of loan funds, the majority of loan
disbursements are made directly to schools. Upon graduation, Discover student loan borrowers are generally eligible to
receive a graduation reward. Students may redeem their graduation reward as a credit to the balance of their student
loan or as a direct deposit to a bank account. To encourage responsible credit management, certain CitiAssist loans are
eligible for interest rate reductions after the borrower has made a specified number of on-time payments. Discover student
loan and CitiAssist loan borrowers can also take advantage of an inferest rate reduction when they enroll in recurring
automatic payments.

Personal Loans

Our personal loans are unsecured loans with fixed interest rates, terms and payments. These loans are primarily
intended to help customers consolidate existing debt, although they can be used for other reasons. In addition fo inferest
earned on personal loans, we also earn fees from personal loan customers who enroll in our credit protection product.
We generally market personal loans to our existing credit card customers through direct mail, statement inserts and email.
We also market personal loans to non-Discover customers through direct mail. Customers can submit applications via
phone, online or through the mail, and can service their accounts online or by phone.

Deposit Products

We obtain deposits from consumers directly or through affinity relationships (“direct-to-consumer deposits”) and
through third-party securities brokerage firms that offer our deposits to their customers (“brokered deposits”). Our deposit
products include certificates of deposit, money market accounts, online savings accounts and Individual Refirement
Account (“IRA”) certificates of deposit.

We market our direct-to-consumer deposit products to our existing customer base and other prospective customers
through the use of internet advertising, print materials and affinity arrangements with third parties. Customers can apply for,
fund and service their deposit accounts online or via phone, where we have a dedicated staff within our call centers to
service deposit accounts. For more information regarding our deposit products, see “Management’s Discussion and Analysis
of Financial Condition and Results of Operations — Liquidity and Capital Resources ~ Funding Sources — Deposits.”

Payment Services

PULSE Network

Our PULSE network is one of the nation’s leading ATM/debit networks. PULSE links cardholders of more than 6,300
financial institutions with ATMs and point-of-sale (“POS”) terminals located throughout the United States. This includes
4,300 financial institutions with which PULSE has direct relationships and more than 2,000 additional financial
institutions through agreements PULSE has with other debit networks. PULSE also provides cash access at more than
800,000 ATMs in 100 countries.

PULSE’s primary source of revenue is transaction fees charged for switching and settling ATM, personal identification
number (“PIN”} POS debit and signature debit fransactions initiated through the use of debit cards issued by participating
financial institutions. In addition, PULSE offers a variety of optional products and services that produce income for the
network, including signature debit processing, prepaid card processing, and connections to other regional and national
electronic funds transfer networks.



- When a financial institution joins the PULSE network, debit cards issued by that institution can be used at all of the
ATMs and PIN POS debit terminals that participate in the PULSE network, and the PULSE mark can be used on that
inshitution’s debit cards and ATMs. In addition, financial institution participants may sponsor merchants, direct processors
and independent sales organizations to participate in the PULSE PIN POS and ATM debit service. A participating
financial institution assumes liability for transactions initiated through the use of debit cards issued by that institution, as
well as for ensuring compliance with PULSE’s operating rules and policies applicable to that institution’s debit cards,
ATMs and, if applicable, sponsored merchants, direct processors and independent sales organizations.

When PULSE enters into a network-to-network agreement with another debit network, the other network’s participating
financial institutions’ debit cards can be used at terminals in the PULSE network. PULSE does not have a direct relationship
with these financial institutions and the other network bears the financial responsibility for transactions of those financial
institutions’ cardholders and for ensuring compliance with PULSE’s operating rules.

Diners Club

Our Diners Club business maintains an acceptance network in over 185 countries and territories through its
relationships with over 80 licensees, which are generally financial institutions. We do not directly issue Diners Club credit
cards to consumers, but grant our licensees the right fo issue Diners Club branded credit cards and/or provide card
acceptance services. Our licensees pay us royalties for the right to use the Diners Club brand, which is our primary source
of Diners Club revenues. We also earn revenue from providing various support services to our Diners Club licensees,
including processing and settlement of cross border transactions. We also provide a centralized service center and
infernet services to our licensees.

When Diners Club cardholders use their cards outside the host country or territory of the issuing licensee, transactions
are routed and seftled over the Diners Club network through its centralized service center. In order fo increase merchant
acceptance in certain targeted countries and territories, we are working with merchant acquirers to offer Diners Club and
Discover acceptance to their merchants. These acquirers are granted licenses to market the Diners Club brands to existing
and new merchants. As we continue fo work toward achieving full card acceptance across our networks, Discover
customers have begun fo use their cards at an increasing number of merchant and ATM locations that accept Diners Club
cards around the world. Diners Club cardholders with cards issued by licensees outside of North America are now able
to use their cards on the Discover Network in North America and on the PULSE network domestically and internationally.

Third-Party Issuing Business _

We have agreements related to issuing credit, debit and prepaid cards with a number of other financial institutions for
issuance of card products on the Discover Network. We refer to these financial institutions as “third-party issuers.” We
earn merchant discount and acquirer interchange revenue, net of issuer interchange paid, plus assessments and fees for
processing transactions for third-party issuers of signature cards on the Discover Network.



The following chart shows the third-party issuer transaction cycle:
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This is a simplified illustration of a typical credit card transaction. It does not reflect certain operations and assessment fees, cash or balance transfer
transactions, authorizations, disputes or other specifics.

The discussion below provides additional detail concerning the supporting functions of our two segments. The credit
card, student loan, personal loan and deposit products issued through our Direct Banking segment require significant
investments in credit risk management, marketing, customer service and technology, whereas the operation of the
Discover Network and our Payment Services business requires that we invest in technology as well as relationships with
issuers, merchants and merchant acquirers. :

Credit Risk Management

Credit risk management is a critical component of our management and growth strategy. Credit risk refers to the risk of
loss arising from borrower default when borrowers are unable or unwilling to meet their financial obligations to us. Our
credit risk is generally highly diversified across millions of accounts without significant individual exposures. We manage
risk primarily according to customer segments and product types. See “ — Risk Management” for more information
regarding how we define and manage our credit and other risks.

Account Acquisition (New Customers)

We acquire new credit card customers through our marketing efforts, including direct mail, internet, media advertising
and merchant relationships, or through unsolicited individual applications. We also use targeted marketing efforts to
prospective student loan and personal loan customers, although student loan customers may also submit unsolicited
individual applications. In all cases, we believe that we have a rigorous process for screening applicants.

To identify credit-worthy prospective customers, our credit risk management team uses proprietary targeting and
analytical models and our marketing team matches them with our product offerings. We consider the prospective
customer’s financial stability, as well as ability and willingness to pay. In order to make the best use of our resources to
acquire new accounts, we seek production efficiencies, conduct creative testing and aim to continuously improve our
product offerings and enhance our targeting and analytical models.

We assess the creditworthiness of each consumer loan applicant through our underwriting process. We evaluate
prospective customers’ applications using credit information provided by the credit bureaus and other sources. We use
credit scoring systems, both externally developed and proprietary, to evaluate consumer and credit bureau data. When
appropriate, we also use experienced credit underwriters to supplement our automated decision-making processes.



Upon approval of a customer’s application, we assign a specific annual percentage rate (“APR”) using an analytical
pricing strategy that provides competitive pricing for customers and seeks to maximize revenue on a risk-adjusted basis.
For our credit card loans, we also assign a revolving credit line based on risk level and income.

Portfolio Management (Existing Customers)

The revolving nature of our credit card loans requires that we regularly assess the credit risk exposure of such accounts.
This assessment reflects information relating to the performance of the individual’s Discover account as well as information
from credit bureaus relating to the customer’s broader credit performance. We utilize statistical evaluation models to
support the measurement and management of credit risk. At the individual customer level, we use custom risk models
together with generic industry models as an integral part of the credit decision-making process. Depending on the
duration of the customer’s account, risk profile and other performance metrics, the account may be subject to a range of
account management treatments, including limits on fransaction authorization and increases or decreases in purchase
and cash credit limits. Our installment loans are billed according fo an amortization schedule that is fixed at the time of
the disbursement of the loan.

Customer Assistance

We provide our customers with a variety of tools to proactively manage their accounts, including electronic payment
reminders and a website dedicated to customer education, as further discussed under the heading “ — Customer Service.”
These fools are designed to limit a customer’s risk of becoming delinquent. When a customer’s account becomes
delinquent or is at risk of becoming delinquent, we employ a variety of strategies to assist customers in becoming current
on their accounts.

All monthly billing statements of accounts with past due amounts include a request for payment of such amounts.
Customer assistance personnel generally initiate contact with customers within 30 days after any portion of their balance
becomes past due. The nature and the timing of the inifial contact, typically a personal call or letter, are defermined by a
review of the customer’s prior account activity and payment habits.

We re-evaluate our collection efforts and consider the implementation of other techniques, including internal collection
activities and use of external vendors, as a customer becomes increasingly delinquent. We limit our exposure fo
delinquencies through conirols within our process for authorizing transactions and credit limits and criteria-based account
suspension and revocation. in situations involving customers with financial difficulties, we may enter into arrangements to
extend or otherwise change payment schedules, lower interest rates and/or waive fees to aid customers in becoming
current on their obligations to us.

Marketing

In addition to working with our credit risk management personnel on account acquisition and portfolio management,
our marketing group provides other key functions, including product development, management of our Cashback Bonus
and other rewards programs, fee product management, and brand and advertising management.

Product Development

In order to attract and retain customers and merchants, we continue fo develop new programs, features, and benefits
and market them through a variety of channels, including mail, phone and online. Targeted marketing efforts may include
balance transfer offers, fee product offers and reinforcement of our Cashback Bonus and other rewards programs.
Through the development of a large prospect database, use of credit bureau data and use of a customer contact strategy
and management system, we have been able to improve our modeling and customer engagement capabilities, which
helps optimize product, pricing and channel selection.

Rewards / Cashback Bonus ‘

Under our Cashback Bonus program, we provide our credit card customers with up to 1% Cashback Bonus, based
upon their spending level and type of purchases. Customers earn 0.25% on their first $3,000 in annual purchases and
1% once their total annual purchases exceed $3,000. Warehouse purchases (those made at select warehouse clubs,
wholesale distributors, discount stores and their affiliates) earn 0.25%.



Customers can choose from several card products that allow them to earn their rewards based on how they want to use
credit, as set forth below.

e Discover More card offers 5% Cashback Bonus on purchases up to a specified amount, subject fo certain limitations,
in large retail categories such as gasoline, restaurants and department stores that change throughout the year, and
up to 1% unlimited Cashback Bonus on all other purchases.

e Discover Motiva card provides customers with Cashback Bonus for making on-time payments and up to 1%
unlimited Cashback Bonus on all purchases.

* Miles by Discover customers receive two miles for every $1 on the first $3,000 in travel and restaurant purchases
each year and one mile for every $1 on all other purchases.

* Escape by Discover customers earn two miles for every $1 on all purchases. This card has a $60 annual fee.

e Discover Open Road card customers can earn 2% Cashback Bonus on the first $250 in gas and restaurant
purchases each billing period and up to 1% Cashback Bonus on all other purchases.

* Discover Business card offers 5% Cashback Bonus on the first $2,000 in office supply purchases, 2% Cashback Bonus
on the first $2,000 in gas purchases each year and up to 1% unlimited Cashback Bonus on dll other purchases.

Cardmembers can earn 5-20% Cashback Bonus at over 200 top online retailers when they shop directly through our
online shopping portal. Miles by Discover customers earn double miles for their purchases through our online shopping
portal. Customers who are not delinquent or otherwise disqualified may pay with Cashback Bonus at select online
retailers in any amount. They can redeem their Cashback Bonus in any dollar amount for (i) brand-name merchandise
with free shipping at point-of-sale at select merchants such as Amazon, (i) merchant partner gift cards (starting at $20)
that turn their Cashback Bonus into larger rewards, (iii) Discover gift cards or (iv) charitable donations to select charities.
For customers who prefer cash, Cashback Bonus can be redeemed starting at and in increments of $50 in the form of a
statement credit or direct deposit to a bank account.

Miles by Discover customers who are not delinquent or otherwise disqualified may pay with miles at select online
retailers in any amount. Miles can also be redeemed for brand-name merchandise with free shipping at point-of-sale at
select merchants such as Amazon, travel credits storﬁng‘cf 10,000 miles, partner gift cards starting at 1,000 miles,
Discover gift cards starfing at 5,000 miles, cash in the form of siatement credlfs or direct deposnt to a bank account
starting at 5,000 miles or charitable donations starting at 5,000 miles.

Fee Products
We market several fee-based products fo our credit card customers, including the following:

e Identity Theft Protection. The most comprehensive identity theft monitoring product we offer includes an initial credit
report, credit bureau report monitoring, prompt alerts that help customers spot possible identity theft quickly, identity
theft insurance up to $25,000 fo cover certain out-of-pocket expenses due to identity theft, and access to
knowledgeable professionals who can provide information about identity theft issues.

* Payment Protection. This product allows customers to suspend their payments for up to two years, depending on the
product, in the event of certain covered events. Different products cover different events, such as unemployment,
disability, natural disasters or other life events, such as marriage or birth of a child. Depending on the product and
availability under state laws, outstanding balances up to certain amounts are cancelled in the event of death. A
similar product is also offered to our personal loan customers upon request.

* Wallet Protection. This product offers one-call convenience if a customer’s wallet is fost or stolen, including
requesting cancellation and replacement of the customer’s credit and debit cards, monitoring the customer’s credit
bureau reports for 90 days, providing up to $100 to replace the customer’s wallet and, if needed, glvmg the
customer up to a $1,000 cash advance on his or her Discover card account.

e Credit ScoreTracker. This product offers customers resources that help them understand and monitor their credit
scores. Credit ScoreTracker is specifically designed for score monitoring by alerting customers when their score
changes, allowing customers to set a target score and providing resources to help customers understand the factors
that may be influencing their scores.

e Extended Warranties. Discover customers can purchase online service warranties from our extended warranty
provider fo protect purchases of new electronics and appliances as well as certain other purchases.
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Brand and Advertising Management

We maintain o full-service, in-house direct marketing department charged with delivering integrated communications
to foster customer engagement with our products and services in addition to supervising external agencies. Our brand
team utilizes consumer insights to define our mass communication strategy, create multi-channel advertising messages
and develop marketing partnerships with sponsorship properties.

Customer Service

Our customers can confact our customer service personnel by calling 1-800-Discover. Credit card customers also can
manage their accounts online or through applications for certain mobile devices. Our internet and mobile solutions offer @
range of benefits, including:

* Online account services that allow customers to customize their accounts, choose how and when they pay their bills,
create anrual account summaries that assist them with budgetfing and taxes, research transaction details, initiate
transaction disputes, and chat with or email a customer representative;

¢ Email and mobile text reminders to help customers avoid fees and track big purchases or returns;

¢ Money management tools like the Spend Analyzer, Paydown Planner and Purchase Planner;

Secure online account numbers that let customers shop online without ever revealing their actual account numbers;
and v

An online portal where customers automatically earn 5-20% Cashback Bonus when they shop at well-known online
merchants using their Discover card.

Our personal and student loan customers can utilize our online account services to manage their accounts. Our student
loan website also includes interactive tools that provide customers with advice on paying for college and calculators to
help them utilize student loans responsibly.

Processing Services

Processing services cover four functional areas: card personalization/embossing, print/mail, remittance processing
and document processing. Card personalization/embossing is responsible for the embossing and mailing of plastic credit
cards for new accounts, replacements and reissues, as well as gift cards. Print/mail specializes in statement and lefter
printing and mailing for merchants and customers. Remittance processing, currently a function outsourced to a third-party
vendor, handles account payments and check processing. Document processing handles hard-copy forms, including
product enrollments and new account applications.

Fraud Prevention

We monitor our customers’ accounts to prevent, detect, investigate and resolve fraud. Our fraud prevention processes
are designed to protect the security of cards, applications and accounts in a manner consistent with our customers’ needs
to easily acquire and use our products. Prevention systems handle the authorization of application information,
verification of customer identity, sales, processing of convenience and balance transfer checks, and electronic
transactions.

s

Each credit card transaction is subject to screening, authorization and approval through a proprietary POS decision
system. We use a variefy of techniques that help identify and halt fraudulent transactions, including adaptive models,
rules-based decision-making logic, report analysis, data integrity checks and manual account reviews. We manage
accounts identified by the fraud detection system through technology that integrates fraud prevention and customer
service. Strategies are subject to regular review and enhancement to enable us to respond quickly to changing credit
conditions as well as to protect our customers and our business from emerging fraud activity.

Discover Card Terms and Conditions

The terms and conditions governing our credit card products vary by product and change over time. Each credit card
customer enters info a cardmember agreement governing the terms and conditions of the customer’s account. Discover
card’s terms and conditions are generally uniform from state fo state. The cardmember agreement permits us, to the
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extent permitted by law, to change any ferm of the cardmember agreement, including any finance charge, rate or fee, or
add or delete any term of the cardmember agreement, with notice to the customer as required by law. The customer has
the right to opt out of certain changes of terms and pay their balance off under the unchanged terms. Each cardmember
agreement provides that the account can be used for purchases, cash advances and balance transfers. Each Discover
card account is assigned a credit limit when the account is initially opened. Thereafter, individual credit limits may be
increased or decreased from time fo time, at our discretion, based primarily on our evaluation of the customer’s
creditworthiness. We offer various features and services with the Discover card accounts, including the Cashback Bonus
rewards programs described under “ — Marketing — Rewards/ Cashback Bonus.”

All Discover card accounts generally have the same billing structure, though there are some differences between the
consumer and business credit cards. We generally send a monthly billing statement to each customer who has an
outstanding debit or credit balance. Customers also can waive their right to receive a physical copy of their bill, in which
case they will receive email notifications of the availability of their billing statement online. Discover card accounts are
grouped into multiple billing cycles for operational purposes. Each billing cycle has a separate billing date, on which we
process and bill to customers all activity that occurred in the related accounts during a period of approximately 28 to 32
days that ends on the billing date.

Discover card accounts are assessed periodic finance charges using fixed and/or variable interest rates. Certain
account balances, such as balance transfers, may accrue periodic finance charges at lower fixed rates for a specified
period of time. Variable rates are indexed fo the highest prime rate published in The Wall Street Journal on the last
business day of the month. Periodic finance charges are calculated using the daily balance (including current
transactions) method, which results in daily compounding of periodic finance charges, subject to a grace period on new
purchases. The grace period essentially provides that periodic finance changes are not imposed on new purchases, or
any portion of a new purchase, that is paid by the due date on the customer’s current billing statement if the customer
paid the balance on their previous billing statement in full by the due date on that statement. Neither cash advances nor
balance transfers are subject to a grace period.

Each consumer with an outstanding debit balance on his or her Discover card account must generally make a minimum
payment each month. If a customer exceeds his or her credit limit as of the last day of the billing period, we may include
all or a portion of this excess amount in the customer’s minimum monthly payment. A customer may pay the total amount
due at any time. We also may enter into arrangements with delinquent customers fo extend or otherwise change payment
schedules, and to waive finance charges and/or fees, including re-aging accounts in accordance with regulatory
guidance.

In addition to periodic finance charges, we may impose other charges and fees on Discover card accounts, including
cash advance transaction fees, late fees where a customer has not made a minimum payment by the required due date,
balance transfer fees and returned payment fees. We also charge fees each time we decline to honor a balance transfer
chzckf, cash advance check, or other promotional check due to such reasons as insufficient credit availability, delinquency
or default.

The Credit Card Accountability Responsibility and Disclosure Act of 2009 required us, beginning February 2011, to
review, every six months, cerfain interest rates that were increased on accounts since January 1, 2009 to determine
whether to reduce the inferest rate based on the factors that prompted the increase or factors we currently consider in
defermining interest rates applicable to similar new credit card accounts. The amount of any rate decrease must be
determined based upon our reasonable policies and procedures. Any reduced interest rate must be applied to the
account not later than 45 days after completion of the review.

Terms and conditions may vary for other products, such as the Discover business card and personal and student loans.

Discover Network Operations

We support our growing base of merchants through a merchant acquiring model that includes direct relationships with
large merchants in the United States and arrangements with merchant acquirers for small- and mid-size merchants. In
addition to our U.S.-based merchant acceptance locations, Discover Network cards also are accepted at many locations
in Canada, ﬁ/\exico, the Caribbean, China, Japan and a growing number of countries around the world on the Diners
Club network.



We maintain direct relationships with most of our largest merchant accounts, which enables us to benefit from joint
marketing programs and opportunities and to retain the enfire discount revenue from the merchant. The terms of our
direct merchant relationships are governed by merchant services agreements. These agreements also are accompanied
by additional program documents that further define our network functionality and requirements, including operating
regulations, technical specifications and dispute rules. To enable ongoing improvements in our network’s functionality and
in accordance with industry convention, we publish updates to our program documents on a semi-annual basis. Discover
card fransaction volume was concentrated among our top 100 merchants in 2011, with our largest merchant accounting
for approximately 8% of that transaction volume.

In order fo increase merchant acceptance, Discover Network has sold the maijority of its small and mid-size merchant
portfolios to third-party merchant acquirers to allow them to offer a comprehensive payments processing package to such
merchants. Merchants also can apply to our merchant acquirer partners directly to accept Discover Network cards
through the acquirers’ integrated payments solutions. Merchant acquirers provide merchants with consolidated servicing
for Discover, Visa and MasterCard transactions, resulting in streamlined statements and customer service for our
merchants, and reduced costs for us. These acquirer partners also perform credit evaluations and screen applications
against unacceptable business types and the Office of Foreign Asset Control Specifically Designated Nationals list.

Discover Network operates systems and processes that seek to prevent fraud and ensure compliance with our operating
regulations. Our systems evaluate incoming transaction activity to identify abnormalities that require investigation and
fraud mitigation. Designated Discover Network personnel are responsible for validating compliance with our operating
regulations and law, including enforcing our data security standards and prohibitions against internet gambling and
other illegal or otherwise unacceptable activities. Discover Network is a founding and current member of the Payment
Card Industry Security Standards Council, LLC, and generally requires merchants and service providers to comply with the
Payment Card Industry Security Standards Council data security standards.

Technology .

We provide technology systems processing through a combination of owned and hosted data centers and the use of
third-party vendors. These data centers support our payment networks, provide customers with access to their accounts,
and manage fransaction authorizations, among other functions. Discover Network works with a number of vendors to
maintain our connectivity in support of POS authorizations. This connectivity also enables merchants to receive timely
payment for their Discover Network card transactions.

Our approach to technology development and management involves both third-party and in-house resources. We use
third-party vendors for basic technology services (e.g., telecommunications, hardware and operating systems) as well as
for processing and other services for our direct banking and payment services businesses. We subject each vendor to a
formal approval process to ensure that the vendor can assist us in maintaining a cost-effective and reliable technology
platform. We use our in-house resources to build, maintain and oversee some of our technology systems. We believe this
approach enhances our operations and improves cost efficiencies. :

Seasonality

In our credit card business, we experience fluctuations in transaction volumes and the level of loan receivables as a
result of higher seasonal consumer spending and payment patterns around the winter holidays, summer vacations and
back-to-school periods. In our student loan business, our loan disbursements peak at the beginning of a school’s
academic semester or quarter. Although there is a seasonal impact to transaction volumes and the level of student and
credit card loan receivables, seasonal trends have not caused significant fluctuations in our results of operations or credit
quality mefrics between quarterly and annual periods.

Revenues in our Diners Club business are generally higher in the first half of the year as a result of Diners Club's tiered
pricing system where licensees qualify for lower royalty rate tiers as cumulative volume grows during the course of the
year.

Competition

We compete with other consumer financial services providers and payment networks on the basis of a number of
factors, including brand, reputation, customer service, product offerings, incentives, pricing and other terms. Our credit
card business also competes on the basis of reward programs and merchant acceptance. We compete for accounts and
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utilization with cards issued by other financial institutions (including American Express, Bank of America, Capital One,
JPMorgan Chase and Citi) and, to a lesser extent, businesses that issue their own private label cards or otherwise extend
credit to their customers. In comparison to our largest credit card competitors, our strengths include cash rewards,
conservative portfolio management and strong customer service. Competition based on cash rewards programs, however,
has increased in the past year. Our student loan product competes for customers with Sallie Mae, Wells Fargo and
JPMorgan Chase, as well as other financial institutions that offer student loans. Our personal loan product competes for
customers primarily with JPMorgan Chase, Capital One, Wells Fargo and Citi.

Although our student and personal loan receivables have increased, our credit card receivables continue to represent
most of our receivables. The credit card business is highly competitive. Some of our competitors offer a wider variety of
loan products than we do, including automobile and home loans, which may position them better among customers who
prefer to use a single financial institution to meet all of their financial needs. Some of our competitors enjoy greater
financial resources, diversification and scale than we do, and are therefore able to invest more in initiatives to attract and
refain customers, such as advertising, targeted marketing, account acquisitions and pricing competition in interest rates,
annual fees, reward programs and low-priced balance transfer programs. In addition, some of our competitors have
assets such as branch locations and co-brand relationships that may help them compete more effectively. Another
competitive factor in the credit card business is the increasing use of debit cards as an dlternative to credit cards for
purchases.

Because most domestically issued credit cards, other than those issued on the American Express network, are issued on
the Visa and MasterCard networks, most other card issuers benefit from the dominant market share of Visa and
MasterCard. The former exclusionary rules of Visa and MasterCard limited our ability to attract merchants and credit and
debit card issuers, contributing o Discover not being as widely accepted in the U.S. as Visa and MasterCard. Merchant
acceptance of the Discover card, however, has continued to increase and we are making investments to further grow
acceptance both domestically and internationally.

In our payment services business, we compete with other networks for volume and to attract third-party issuers to issue
credit, debit and prepaid cards on the Discover, PULSE and Diners Club networks. We generally compete on the basis of
customization of services and various pricing strategies, including incentives and rebates. We also compete on the basis
of issuer interchange fees, fees paid to networks {including switch fees), merchant acceptance, network functiondlity,
customer perception of service quality, brand image, reputation and market share. The Diners Club and Discover
networks’ primary competitors are Visa, MasterCard and American Express, and PULSE’s network competitors include
Visa's Interlink, MasterCard’s Maestro and First Data’s STAR. American Express is a particularly strong competitor to
Diners Club as both cards target international business travelers. As the payments industry continues to evolve, we are
also facing increasing competition from new entrants to the market, such as online networks, telecom providers and other
providers, that leverage new technologies and a customer’s existing deposit and credit card accounts and bank
relationships to create payment or other fee-based solutions.

In our direct-to-consumer deposits business, we have acquisition and servicing capabilities similar to other direct
competitors, including Nationwide, USAA, Ally Financial, American Express, Capital One Direct, ING Direct and Sallie
Mae. We also compete with traditional banks and credit unions that source deposits through branch locations. We seek
to differentiate our deposit product offerings on the basis of brand reputation, convenience, customer service, and value.

For more information regarding the nature of and the risks we face in connection with the competitive environment for
our products and services, see the following in “Risk Factors:” “We face competition from other consumer financial
service providers, and we may not be able to compete effectively, which could result in fewer customers and lower
account balances and could materially adversely affect our financial condition, cash flows and results of operations;”
“We incur considerable expenses in competing with other consumer financial service providers, and many of our
competitors have greater financial resources than we do, which may place us at a competitive disadvantage and -
negatively affect our financial results;” “We face competition from other operators of payment networks, and we may not
be able to compete effectively, which could result in reduced transaction volume, limited merchant acceptance of our
cards, limited issuance of cards on our networks by third parties and materially reduced earnings;” and “An inability to
chepf or maintain deposits in the future could materially adversely affect our liquidity position and our ability to fund our

usiness.” " "
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Intellectual Property

We use a variety of methods, such as trademarks, patents, copyrights and trade secrets, to protect our intellectual
property. We also place appropriate restrictions on our proprietary information to control access and prevent
unauthorized disclosures. Our Discover, PULSE and Diners Club brands are important assets, and we take steps to protect
the value of these assets and our reputation.

Employees
As of January 20, 2012, we employed approximately 11,650 individuals.

Risk Management

The understanding, identification and management of risk are important elements to our success. Accordingly, we
maintain a comprehensive risk management program to identify, measure, monitor, evaluate, manage and report on the
principal risks we assume in conducting our activities. These risks include credit, market, liquidity, operational,
compliance and legal, and strategic risks. :

Enterprise Risk Management Principles

Our enterprise risk management philosophy is to ensure that all relevant risks inherent in our business activities are
appropriately identified, measured, monitored, evaluated, managed and reported. Our enterprise risk management
philosophy is expressed through five key principles that guide our approach to risk management: comprehensiveness,
accountability, independence, defined risk appetite and strategic limits, and transparency.

Comprehensiveness. We seek to maintain a comprehensive framework for managing risk enterprise wide, including
policies, risk management processes, monitoring, and reporting. Our framework is designed to be comprehensive with
respect fo our reporting segments and their control and support functions, and it extends across all risk types.

Accountability. We structure accountability along the principles of risk management execution, oversight and
independent validation. Our business units hold primary accountability for management of the risks to which their
businesses are exposed. Our principles apply across all businesses and risk types.

Independence. We maintain independent risk and control functions including our corporate risk management, law and
compliance, and internal audit departments. Our Corporate Risk Officer, who leads our corporate risk management
department, is appointed by our Board of Directors and is accountable for providing an independent perspective on the
risks to which we are exposed; how well management is identifying, assessing and managing risk; and the capabilities
we have to manage risk across the enterprise.

Defined Risk Appetite and Strategic Limits. Our Board of Directors approves a risk appetite and strategic limit
framework, which establishes an acceptable level of risk taking, considering desired financial returns and other
objectives. To that end, management sets, maintains and enforces policies, as well as limits and escalation triggers, that
are consistent with our risk appetite and sirategic limits framework.

Transparency. Our risk management framework seeks to provide transparency of exposures and outcomes and is core
to our risk culture and operating style. We provide transparency through our risk committee structure, processes for
escalating risk incidents, and risk reporting at each level, including quarterly reports to our Risk Committee and the Audit
and Risk Committee of our Board of Directors.

Risk Management Roles and Responsibilities

Responsibility for risk management is held at several different levels, including our Board of Directors, the Audit and
Risk Committee of our Board of Directors, our Risk Committee, our Chief Executive Officer, our Corporate Risk Officer,
our corporate risk management department, our legal and compliance department and our internal audit department.

Board of Directors. Our Board of Directors is responsible for: (i) approval of certain risk management policies,
(i) approval of our risk appetite and strategic limit framework, (iii) oversight of our strategic plan, and (iv) appointment of
our Corporate Risk Officer.
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Audit and Risk Committee of our Board of Directors. The Audit and Risk Committee of our Board of Direciors reviews
reports from management on our enterprise-wide risk management program. The Committee also reviews with
management the framework for assessing and managing our risk exposures and the steps management has taken to
monitor and control such risk exposures. The Committee also reviews reports from management on the status of and
changes to risk exposures, policies, procedures and practices.

Risk Committee. Our Risk Committee is a management-level committee, authorized by the Audit and Risk Committee of
our Board of Directors and chaired by our Corporate Risk Officer, that provides a forum for our senior management team
to review and discuss credit, market, liquidity, operational, legal and compliance, and strategic risks across the company
and for each business unit. Risk Committee membership consists of all members of the Executive Committee and the
Corporate Risk Officer. The Committee regularly reports to the Audit and Risk Committee of our Board of Directors on
risks and risk management. Our Risk Committee has formed a number of committees fo assist it in carrying out its
responsibilities. Each committee is guided by a charter that defines the mandates of the committee in further detail. These
committees, made up of representatives from senior levels of management, escalate issues to our Risk Committee as
necessary. These risk management committees include the Asset/Liability Management Committee, the Capital Planning
Committee, the Counterparty Credit Committee, the Discover Bank Credit Committee, the Discover Bank Pricing
Committee, the Payment Services Steering Committee, the New Initiatives Committee, the Operational Risk Committee and
the Privacy and Policy Committee.

Chief Executive Officer. Our Chief Executive Officer is ultimately responsible for our risk management. In that capacity,
our Chief Executive Officer establishes our risk management culture dnd ensures the business operates in accordance with
our risk culture. Our Corporate Risk Officer reports to our Chief Executive Officer.

Senior Executive Officers. Our senior executive officers are responsible for ensuring their business units operate within
established risk limits. They are also responsible for identifying risks; explicitly considering risk when developing strategic
plans, budgets and new products; and implementing appropriate risk controls when pursuing business strategies and
objectives. Senior executive officers also coordinate with our corporate risk management department to produce relevant,
sufficient, accurate and timely risk reporting that is consistent with the processes and methodology established by our
corporate risk management depdrtment. In addition, our senior executive officers are responsible for ensuring that
sufficient financial resources and qualified personnel are deployed to manage the risks inherent in our business activities.

Corporate Risk Officer. Our Corporate Risk Officer chairs our Risk Committee and manages our corporate risk
management department. Our Corporate Risk Officer is responsible for establishing and implementing standards for the
identification, management and measurement of risk on an enterprise-wide basis, as well as for monitoring and reporting
such risks. : :

Corporate Risk Management. Our corporate risk management department is led by our Corporate Risk Officer and
supports business units by providing objective oversight of our risk profile and ensuring risks are managed as defined by
policy. Our corporate risk management department also provides risk management tools and policies, and aggregates
and reports our risks to our Board of Directors, the Audit and Risk Committee of our Board of Directors and our Risk
Committee.

Law and Compliance Department. Our law and compliance department is responsible for establishing and maintaining
a compliance program that includes compliance risk identification, assessment, policy development, monitoring, testing,
training and reporting activities. Through collaboration with business units, our law and compliance department
incorporates a commitment to compliance in our day-to-day activities. Our Chief Compliance Officer reports to our
General Counsel. :

Internal Audit Department. Our internal audit department is responsible for performing periodic, independent reviews
and testing of compliance with our risk management policies and standards, performing assessments of the design and
operating effectiveness of these policies and standards, and validating that all risk management controls are functioning
as intended. The head of our internal audit department reports fo the Audit and Risk Committee of our Board of Directors.



Risk Appetite and Strategic Limif Structure

Our risk appetite and strategic limit structure establishes the amount of risk, on a broad level, that we are willing to
accept in pursuit of shareholder value. It reflects our risk management philosophy and, in turn, influences our culture and
operating style. Our determination of risk appetite and strategic limits is directly linked to our strategic planning process
and is consistent with our aspirations and mission statement. Risk appetite expressions and strategic limits are categorized
by risk type, cascade through our committees and business units, and are incorporated into business decisions, reporting
and day-to-day business discussions. Our risk appetite expressions and sirategic limits also serve as tools to preclude
business activities that are inconsistent with our long-term goals. Our risk appetite and strategic limit structure is approved
by our Board of Directors.

Management and our corporate risk management department monitor opproved limits and escalation triggers to
ensure that the business is operating within the expressed risk appetite and strategic limits. Risk limits are monitored and
reported on to various risk committees and our Board of Directors, as appropriate. Through ongoing monitoring of risk
exposures, management is able to identify appropriate risk response and mitigation strategies in order fo react
dynamically fo changing conditions.

Risk Categories

Our risk management program is organized around six major risk categories: credit risk, market risk, liquidity risk,
operational risk, legal and compliance risk, and sirategic risk. We evaluate the potential impact of a risk event on the
company by assessing the financial impact, the impact to our reputation, the legal and regulatory impact, and the client/
customer impact. In addition, we have established various policies fo help govern these risks.

Credit Risk. Credit risk arises from the potential that a borrower or counterparty will fail to perform on an obligation.
Our credit risk includes consumer credit risk and counterparty credit risk. Consumer credit risk is primarily incurred by
issuing loans to consumers. Counterparty credit risk is incurred through a number of activities including seftlement, certain
marketing programs, treasury and asset/liability management, network incentive programs, vendor relationships and
insurers. ‘

Management of consumer credit risk is the primary responsibility of the Discover Bank Credit Committee. The
responsibilities of the Discover Bank Credit Committee include: (i} establishing consumer credit risk philosophy and
tolerance; (i) establishing procedures for implementing and ensuring compliance with risk identification, measurement,
monitoring, and management policies and procedures for consumer credit risk management; and (iii) reviewing, on a
periodic basis, aggregate risk exposures and efficacy of risk measurement, monitoring and management policies and
procedures within the credit risk management department.

Counterparty credit risk is managed through our Counterparty Credit Committee. Our Counterparty Credit Committee’s
responsibilities include: (i) establishing an enterprise-wide approach to counterparty credit risk management through a
program for the identification, measurement, management and reporting of counterparty credit risks; {ii) providing
oversight for controls, limits, thresholds and governance processes related to our ongoing management of counterparty
credit risks; (iii) reviewing our enterprise-wide portfolio of counterparty risks and ensuring those risks remain within our
tolerances; and (iv) approving acceptance of and limits for counterparties that represent significant exposure to us.

Market Risk. Market risk is the risk to our financial condition resulting from adverse movements in market rates or
prices, such as interest rates, foreign exchange rates, credit spreads or equity prices. We are exposed to various types of
market risk, in particular inferest rate risk and other risks that arise through the management of our investment portfolio.
Market risk exposures are managed through the Asset/Liability Management Committee. The responsibilities of our
Asset/Liability Management Committee include: (i) maintaining oversight and responsibility for all risks associated with
the asset/liability management process, including risks associated with liquidity and funding, market risk and our
investment portfolio; and (ii) recommending limits to be included in our risk appetite and limit structure.

Liquidity Risk. Liquidity risk is the potential that we will be unable to meet our obligations as they come due because of
an inability to obtain adequate funding or liquidate assets without significantly lowering market prices because of
inadequate market depth or market disruptions. Liquidity risk exposures are managed through our Asset/Liability
Management Committee. The responsibilities of our Asset/Liability Management Committee are described above.
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Operational Risk. Operational risk arises from the potential that inadequate information systems, operational
problems, breaches in internal controls, fraud or external events will result in reputational harm or losses. Operational risk
also arises from model risk, which is the potential that we will incur a financial loss, make incorrect business decisions or
cause damage to our reputation as a result of: (i) errors in financial and decision model design and development,
(ii) misapplication of financial or decision models, or (iii) errors in the financial and decision model production process.
We further differentiate operational risk into the following sub-categories: theft and fraud; employment practices and
workplace safety; customer, products and business practices; technology; physical asset and data security; processing;
financial and reporting; and external provider.

Operational risk exposures are managed through a combination of business line management and enterprise-wide
oversight. Enterprise-wide oversight is provided through our Operational Risk Committee. Responsibilities of our
Operational Risk Committee include: (i) establishing and communicating operational risk policies, tolerance and
philosophy; (ii) establishing procedures for implementing our operational risk measurement, monitoring and management
policies; and (iii) reviewing aggregate risk exposures and the efficacy of our risk identification, measurement, monitoring
and management policies and procedures, and related controls within our business units. In addition, model risk is
managed through a model governance process and models are subject to independent validation.

Compliance and Legal Risk. Compliance risk is the operational risk of legal or regulatory sanctions, financial loss or
damage to reputation resulting from failure to comply with laws, regulations, rules, other regulatory requirements, or
codes of conduct and other standards of self-regulatory organizations applicable to us. Legal risk arises, in part, from the
potential that unenforceable contracts, lawsuits or adverse judgments can disrupt or otherwise negatively affect our
operations or condition. These risks are inherent in all of our businesses. Both compliance and legal risk are sub-sets of
operational risk but are recognized as a separate and complementary risk category by us given their importance and the
specific capabilities and resources we deploy to manage these risk types effectively.

Compliance and legal risk exposures are actively and primarily managed by our business units in conjunction with our
law and compliance department. Our compliance program governs the management of compliance risk. Our Risk
Committee oversees our compliance and legal risk management. Our law and compliance department provides
independent oversight for all of our compliance and legal risk management activities. Our law and compliance
department coordinates with our corporate risk management department for the management of compliance and legal
risks by reporting and escalating material incidents, completing risk and control self-assessments, and monitoring and
reporting key risk indicators.

Strategic Risk. Strategjic risk can arise from adverse business decisions, improper implementation of decisions,
unanticipated economic events, failure to anticipate and respond to industry changes (including legislative and regulatory
changes), failure to create and maintain a competitive business model, and failure to attract and profitably serve
customers. Our Executive Committee actively manages strategic risk through the development, implementation and
oversight of our business strategies, including the development of budgets and business plans. Our business units take
and are accountable for managing strategic risk in pursuit of their objectives. In addition, the assessment of strategic risk
is an important consideration of various sub-committees of our Risk Committee. For example, the strategic and other risks
associated with new products or services are reviewed and reported on by our New Initiatives Committee and our
Payment Services Steering Committee.

Our corporate risk management department also plays an important role in the management of sirategic risk by:
(i) overseeing the objective sefting and strategic planning processes from a risk perspective, to gain comfort that strategic
risks have been adequately considered in the setting of objectives and development of sirategies; (i) providing an
independent risk perspective fo the new initiatives process; and (iii) assessing if there is effective alignment of
mfancgement’s proposed long-term strategic objectives with the risk appetite and sirategic limits approved by our Board
of Directors.

Capital Planning 4

Our capital planning and capital adequacy assessment process is designed to ensure capital adequacy against
identified risks. The Capital Planning Committee, which is chaired by the Chief Operating Officer, oversees the
development of our strategic capital plans. Our plans are reviewed and approved by our Board of Directors.
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Risk Management Review of Compensation

Our employee compensation program is designed to appropriately balance risk and reward without encouraging
imprudent risk-taking. Our Corporate Risk Officer leads periodic risk assessments of our compensation plans and reports
results fo the Compensation Committee of our Board of Directors.

Supervision and Regulation

General

Our operations are subject to extensive regulation, supervision and examination under U.S. federal, state and foreign
laws and regulations. As a bank holding company under the Bank Holding Company Act of 1956 and a financial
holding company under the Gramm-Leach-Bliley Act, we are subject to the supervision, examination and regulation of the
Federal Reserve. As a large provider of consumer financial services, we are subject to the supervision, examination and
regulation of the Consumer Financial Protection Bureau (“CFPB”).

We operate two banking subsidiaries, each of which is in the United States. Discover Bank, our main banking
subsidiary, offers credit card loans, student loans and personal loans, as well as certificates of deposit, savings accounts
and other types of deposit accounts. Discover Bank is chartered and regulated by the Office of the Delaware State Bank
Commissioner (the “Delaware Commissioner”}, and is also regulated by the Federal Deposit Insurance Corporation
{“FDIC"), which insures its deposits up to applicable limits and serves as the bank’s primary federal banking regulator.
Our other bank, Bank of New Castle, is also chartered and regulated by the Delaware Commissioner and insured and
regulated by the FDIC.

Bank Holding Company Regulation

Permissible activities for a bank holding company include those activities that are so closely related to banking as to be
a proper incident thereto, such as consumer lending and other activities that have been approved by the Federal Reserve
by regulation or order. Certain servicing activities are also permissible for a bank holding company if conducted for or on
behalf of the bank holding company or any of its affiliates. Impermissible activities for bank holding companies include
activities that are related to commerce such as retail sales of nonfinancial products.

A financial holding company and the non-bank companies under its control are permitted to engage in activities
considered financial in nature, incidental to financial activities, or complementary to financial activities, if the Federal
Reserve determines that such activities pose no risk to the safety or soundness of depository institutions or the financial
system in general.

Being a financial holding company under the Gramm-Leach-Bliley Act requires that the depository institutions that we
control meet certain criteria, including capital, management and Community Reinvestment Act requirements. In addition,
under the Dodd-Frank Wall Street Reform and Consumer Protection Act (the “Reform Act”) enacted in July 2010, we are
required to meet certain capital and management criteria to maintain our status as a financial holding company. f we or
our depository institutions were to fail fo continue to meet the criteria for financial holding company status, we could,
depending on which requirements we failed to meet, face restrictions on new financial cctivities or acquisitions and/or be
required to discontinue existing activities that are not generally permissible for bank holding companies.

Federal Reserve regulations and the Federal Deposit Insurance Act, as amended by the Reform Act, require that bank
holding companies serve as a source of strength to each subsidiary bank and commit resources to support each
subsidiary bank. This support may be required at times when a bank holding company may not be able to provide such
support without adversely affecting its ability to meet other obligations.

The Reform Act addresses risks to the economy and the payments system, especially those posed by large systemically
significant financial firms. Bank holding companies with $50 billion or more in total consolidated assets, including
Discover, are considered systemically significant under the Reform Act and are subject to heightened prudential standards
to be established by the Federal Reserve. The Reform Act could have a significant impact on us by, for example, requiring
us to limit or change our business practices, limiting our ability to pursue business opportunities, requiring us to invest
valuable management time and resources in compliance efforts, imposing additional costs on us, limiting fees we can
charge for services, requiring us to meet more stringent capital, liquidity and leverage ratio requirements (including those
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under Basel lll), impacting the value of our assets, or otherwise adversely affecting our businesses. For more information
regarding the Reform Act, see “Management’s Discussion and Analysis of Financial Condition and Results of Operations
- Regulatory Environment and Developments” and “Risk Factors.”

Capital, Dividends and Share Repurchases

We, Discover Bank and Bank of New Castle are subject to capital adequacy guidelines adopted by federal banking
regulators, which include maintaining minimum capital and leverage ratios for capital adequacy and higher ratios to be
deemed “well-capitalized.” As a bank holding company, we are required to maintain Tier 1 and total capital equal fo at
least 4% and 8% of our total risk-weighted assets, respectively. We are also required to maintain a minimum “leverage
ratio” (Tier 1 capital to adjusted total assets) of 4% to 5%, depending upon criteria defined and assessed by the Federal
Reserve. Further, under the Federal Reserve’s annual capital plan requirements, we are required to demonstrate that
under stress scenarios we will maintain a Tier 1 common ratio {(meaning the ratio of Tier 1 common capital fo total risk-
weighted assets) above 5%. At November 30, 2011, Discover Financial Services met all requirements to be deemed
“well-capitalized.” For related information regarding our bank subsidiaries, see “ — FDIA” below.

Current or future regulatory initiatives may require us to hold more capital in the future. In December 2011, the Federal
Reserve issued proposed rules to implement heightened prudential standards for large bank holding companies, including
us, as required by the Reform Act, including risk-based capital and leverage standards. In November 2011, the Federal
Reserve issued a final rule requiring the submission of annual capital plans to the Federal Reserve for its review and
non-objection. The instructions accompanying the Federal Reserve’s final rule regarding capital plans indicate that the
Federal Reserve expects covered companies to show that they can achieve “readily and without difficulty the ratios
required by the Basel Il framework as they would come into effect in the United States.” For more information regarding
recent regulatory inifiatives, see “ — Regulatory Environment and Developments ~ Capital and Liquidity.”

There are various federal and state law limitations on the extent to which our banking subsidiaries can provide funds fo
us through dividends, loans or otherwise. These limitations include minimum regulatory capital requirements, federal and
state banking law requirements concerning the payment of dividends out of net profits or surplus, and general federal
and state regulatory oversight fo prevent unsafe or unsound practices. In general, federal and applicable state banking
laws prohibit, without first obtaining regulatory approval, insured depository institutions, such as our banking
subsidiaries, from making dividend distributions if such distributions are not paid out of available earnings or would
cause the institution to fail to meet applicable capital adequacy standards. For more information, see “ — FDIA” below.

Additionally, as referred to above, we are required to submit an annual capital plan fo the Federal Reserve that
includes an assessment of our expected uses and sources of capital over the planning horizon. Our ability to make capital
distributions, including our ability to pay dividends or repurchase shares of our common stock, is subject to the Federal
Reserve's review and non-objection of our annual capital plan. In certain circumstances, we will not be able to make a
capital distribution unless the Federal Reserve has approved such distribution. For additional information regarding
capital, dividends and share repurchases, see “Risk Factors — We may be limited in our ability to pay dividends and
repurchase our common stock,” “Market for Registrant's Common Equity, Related Stockholder Matters and Issuer
Purchases of Equity Securities,” “Management’s Discussion and Analysis of Financial Condition and Results of Operations
- Regulatory Environment and Developments — Capital and Liquidity,” “Management’s Discussion and Analysis of
Financial Condition and Results of Operations - Liquidity and Capital Resources — Capital” and Note 19: Capital
Adequacy to our consolidated financial statements.

FDIA

The Federal Deposit Insurance Act {the “FDIA”) imposes various requirements on insured depository institutions. For
example, the FDIA requires, among other things, the federal banking agencies to take “prompt corrective action” in
respect of depository institutions that do not meet minimum capital requirements. The FDIA sets forth the following five
capital tiers: “well-capitalized,” “adequately capitalized,” “undercapitalized,” “significantly undercapitalized” and
“critically undercapitalized.” A depository institution’s capital tier will depend upon how its capital levels compare with
various relevant capital measures and certain other factors that are established by regulation. At November 30, 2011,
Discover Bank and Bank of New Castle met all applicable requirements to be deemed “well-capitalized.” As noted above,
recently-issued Federal Reserve rules and additional future rulemaking, including with respect to implementation of Basel
lll, could alter the capital adequacy framework for covered banking organizations.

-17-



The FDIA also prohibits any depository institution from making any capital distributions (including payment of a
dividend) or paying any management fee to its parent holding company if the depository institution would thereafter be
“undercapitalized.” “Undercapitalized” institutions are subject to growth limitations and are required to submit a capital
resforation plan. For a capital restoration plan to be acceptable, among other things, the depository institution’s parent
holding company must guarantee that the institution will comply with the capital restoration plan.

If a depository institution fails fo submit an acceptable plan, it is treated as if it is “significantly undercapitalized.”
“Significantly undercapitalized” depository institutions may be subject to a number of requirements and restrictions,
including orders to sell sufficient voting stock to become “adequately capitalized,” requirements to reduce total assets, and
cessation of receipt of deposits from correspondent banks. “Critically undercapitalized” institutions are subject to the
appointment of a receiver or conservator.

Each of our banking subsidiaries may also be held liable by the FDIC for any loss incurred, or reasonably expected to
be incurred, due fo the default of the other U.S. banking subsidiary and for any assistance provided by the FDIC to the
other U.S. banking subsidiary that is in danger of default.

The FDIA prohibits a bank from accepting brokered deposits or offering interest rates on any deposits significantly
higher than the prevailing rate in its normal market area or nationally (depending upon where the deposits are solicited),
unless (1) it is “well-capitalized,” or it is “adequately capitalized” and receives a waiver from the FDIC. A bank that is
“adequately capitalized” and that accepts brokered deposits under a waiver from the FDIC may not pay an interest rate
on any deposit in excess of 75 basis points over certain prevailing market rates. There are no such restrictions under the
FDIA on a bank that is “well-capitalized.” As of November 30, 2011, Discover Bank and Bank of New Castle each met
the FDIC's definition of a “well-capitalized” institution for purposes of accepting brokered deposits. An inability to accept
brokered deposits in the future could materially adversely impact our funding costs and liquidity. For more information,
see “Risk Factors — An inability to accept or maintain deposits in the future could materially adversely affect our liquidity
position and our ability to fund our business.”

The FDIA also affords FDIC-insured depository institutions, such as Discover Bank and Bank of New Castle, the ability
fo “export” favorable interest rates permitted under the laws of the state where the bank is located. Discover Bank and
Bank of New Castle are both located in Delaware and, therefore, charge interest on loans to out-of-state borrowers at
rates permitted under Delaware law, regardless of the usury limitations imposed by the state laws of the borrower’s
residence. Delaware law does not limit the amount of interest that may be charged on loans of the type offered by
Discover Bank or Bank of New Castle. This flexibility facilitates the current nationwide lending activities of Discover Bank
and Bank of New Castle.

The FDIA subjects us to deposit insurance assessments. Under the Reform Act, in order to bolster the reserves of the
Deposit Insurance Fund, the minimum reserve ratio set by the FDIC was increased o 1.35%. The FDIC recently set a
reserve ratio of 2%, 65 basis points above the statutory minimum. The FDIC has also approved two rules that amend its
deposit insurance regulations. The first implements a provision of the Reform Act that changes the assessment base for
deposit insurance premiums from one based on domestic deposits fo one based on average consolidated total assets
minus average tangible equity. The second revises the risk-based assessment system for all large insured depository
institutions (generally, institutions with at least $10 billion in total assets, including Discover Bank) to one based on a
scorecard method. Further increases may occur in the future. The Reform Act has removed the statutory cap for the
reserve ratio, leaving the FDIC free to set a cap in the future. '

Acquisifions and Investments

Since we are a bank holding company, and Discover Bank and Bank of New Castle are insured depository institutions,
we are subject to banking laws and regulations that limit the types of acquisitions and investments that we can make. In
addition, certain permitted acquisitions and investments that we seek to make are subject to the prior review and
approval of our banking regulators, including the Federal Reserve and FDIC. Our banking regulators have broad
discretion on whether to approve proposed acquisitions and investments. In deciding whether fo approve a proposed
acquisition, federal bank regulators will consider, among other factors, the effect of the acquisition on competition,
financial condition, and future prospects including current and projected capital ratios and levels; the competence,
experience, and integrity of management and record of compliance with laws and regulations; the convenience and
needs of the communities to be served, including our record of compliance under the Community Reinvestment Act; and
our effectiveness in combating money laundering.
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In addition, certain acquisitions of our voting stock may be subject to regulatory approval or notice under U.S. federal
or Delaware state law. Investors are responsible for ensuring that they do not, directly or indirectly, acquire shares of our
stock in excess of the amount that can be acquired without regulatory opprovo| under the Change in Bank Control Act,
the Bank Holding Company Act and the Delaware Change in Bank Control provisions, which prohibit any person or
company from acquiring control of us without, in most cases, the prior written approval of each of the FDIC, the Federal
Reserve and the Delaware Commissioner.

Consumer Financial Services

The relationship between us and our U.S. customers is regulated extensively under federal and state consumer
protection laws. Federal laws include the Truth in Lending Act, the Equal Credit Opportunity Act, the Fair Credit Reporting
Act, the Gramm-Leach-Bliley Act, the Credit Card Accountability Responsibility and Disclosure Act of 2009 (the “CARD
Act”’) and the Reform Act. Moreover, our U.S. banking subsidiaries are subject to the Servicemembers Civil Relief Act,
which protects persons called fo active military service and their dependents from undue hardship resulting from their
military service. The Servicemembers Civil Relief Act applies fo all debts incurred prior to the commencement of active
duty (including credit card and other open-end debt) and limits the amount of interest, including service and renewal
charges and any other fees or charges (other than bona fide insurance) that is related to the obligation or liability. These
and other federal laws, among other things, require disclosures of the cost of credit, provide substantive consumer rights,
prohibit discrimination in credit transactions, regulate the use of credit report information, provide financial privacy
protections, require safe and sound banking operations, prohibit unfair and deceptive trade practices, restrict our ability
to raise interest rates, and subject us to increased regulatory oversight. State, and in some cases local, laws also may
regulate in these areas as well as the areas of collection practices and provide other additional consumer protection:s.

Violations of applicable consumer protection laws can result in significant potential liability in litigation by customers,
including civil monetary penalties, actual damages, restitution and attorneys’ fees. Federal banking regulators, as well as
stafe attorneys general and other state and local consumer profection agencies, also may seek to enforce consumer
protection requirements and obtain these and other remedies.

The CARD Act was enacted in 2009, but most of the requirements became effective in 2010. The CARD Act made
numerous changes fo the Truth in Lendmg Act, requiring us to make fundamental changes to many of our business
practices, including marketing, underwriting, pricing and billing. The CARD Act's restrictions on our ability to increase
interest rates on existing balances to respond to market conditions and credit risk ultimately limits our ability to extend
credit o new customers and provide additional credit fo current customers. Other CARD Act restrictions have resulted and
will continue to result in reduced inferest income and loan fee income. For more information, see “Risk Factors — The
Credit Card Accountability Responsibility and Disclosure Act of 2009 restricts our business practices and negatively
impacts our results of operations.”

The Reform Act established the CFPB, which regulates consumer financial products and services provided by certain
financial services providers, including Discover. In July 2011, many consumer financial protection functions formerly
assigned to the federal banking and other agencies transferred fo the CFPB. For more information, see “Risk Factors — The
Consumer Financial Protection Bureau may increase our compliance costs and have a significant impact on our business”
and “Management's Discussion and Analysis of Financial Condition and Results of Operations ~ Regulatory Environment
and Developments — Consumer Financial Services.”

Payment Networks

We operate the Discover and PULSE networks, which deliver switching and seftlement services to financial institutions
and other program participants for a variety of ATM, POS and other electronic banking fransactions. These operations
are regulated by certain federal and state banking, privacy and data security laws. Moreover, the Discover and PULSE
networks are subject to examination under the oversight of the Federal Financial Institutions Examination Council, an
interagency body composed of the federal bank and thrift regulators, and the National Credit Union Association. In
addition, as our payments business has expanded globally through Diners Club, we are subject to government regulation
in countries in which our networks operate or our cards are used, either directly or indirectly through regulation affecting
Diners Club network licensees. Changes in existing federal, state or international regulation could increase the cost or risk
of providing network services, change the competitive environment, or otherwise materially adversely affect our
operations. The legal environment regarding privacy and data security is particularly dynamic, and any unpermitted
disclosure of confidential customer information could have a material adverse impact on our business, including loss of
consumer confidence.
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The Reform Act contains several provisions that may affect the business practices, network transaction volume, revenue,
and prospects for future growth of PULSE, our debit card business. The Reform Act requires that merchants control the
routing of debit fransactions, and that interchange fees received by certain payment card issuers on debit card
transactions be “reasonable and proportional” to the issuer’s cost in connection with such transactions, as determined by
the Federal Reserve. The Reform Act also requires the Federal Reserve fo restrict debit card networks and issuers from
requiring debit card transactions to be processed solely on a single payment network or two or more dffiliated networks,
or from requiring that transactions be routed over certain networks. For information regarding implementation of these
provisions and potential impacts on our debit card business, see “Risk Factors — Legislative and regulatory reforms related
to the debit card market may have a significant impact on our PULSE network business and may result in decreases in our
PULSE network volume and revenue” and “Management's Discussion and Analysis of Financial Condition and Results of
Operations — Regulatory Environment and Developments — Payment Networks.” '

Money Laundering & Terrorist Financing Prevention Program

We maintain an enterprise-wide program designed to comply fully with all applicable anti-money laundering and anti-
terrorism laws and regulations, including the Bank Secrecy Act and the USA PATRIOT Act of 2001. This program includes
policies, procedures, training and other internal controls designed to mitigate the risk of money laundering or ferrorist
financing posed by our products, services, customers and geographic locale. These controls include procedures and
processes fo detect and report suspicious transactions, perform customer due diligence, and meet all recordkeeping and
reporting requirements related to particular transactions involving currency or monetary instruments. The program is
coordinated by a compliance officer and undergoes an annual, independent audit to assess its effectiveness.

Sanctions Programs ‘

We have a program designed to comply with applicable economic and trade sanctions programs, including those
administered and enforced by the U.S. Department of the Treasury’s Office of Foreign Assets Control. These sanctions are
usually targeted against foreign countries, ferrorists, international narcotics traffickers and those believed to be involved in
the proliferation of weapons of mass destruction. These regulations generally require either the blocking of accounts or
other property of specified entities or individuals, but they may also require the rejection of certain transactions involving
specified entities or individuals. We maintain policies, procedures and other internal controls designed to comply with
these sanctions programs.
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Executive Officers of the Registrant
Set forth below is information concerning our executive officers, each of whom is a member of our Executive

Committee.

Name Age Position

David W. Nelms ..., 50 Chairman and Chief Executive Officer

Roger C. Hochschild .................cc..oco. 47  President and Chief Operating Officer

R.Mark Graf......ccoovviiiiiiiiiieci 47 Executive Vice President and Chief Financial Officer
Kathryn McNamara Corley................... 51  Executive Vice President, General Counsel and Secretary
Carlos Minetti.......cc.eovvevvninsivnnienienne. 49  Executive Vice President, President — Consumer Banking and Operations
Diane E. Offereins...........c..coovevieennne. 54  Executive Vice President, President — Payment Services
Mary Oleksiuk..........ccooouvrririiiniiannn. 50  Senior Vice President and Chief Human Resources Officer
James V. Panzarino............ccoceveeeennenen. 59 Executive Vice President and Chief Credit Risk Officer
Glenn Schneider.............ccccooeeiin. 50 Senior Vice President and Chief Information Officer

Harit Talwar ... 51 Executive Vice President, President — U.S. Cards

David W. Nelms has served as our qwourman since January 2009 and our Chief Executive Officer since 2004, and
was also our Chairman from 2004 until our spin-off from Morgan Stanley in 2007. He was our President and Chief
Operating Officer from 1998 to 2004. Prior to joining us, Mr. Nelms worked at MBNA America Bank from 1990 to
1998, most recently as Vice Chairman. Mr. Nelms holds a Bachelor’s of Science degree in Mechanical Engineering from
the University of Florida and an M.B.A. from Harvard Business School.

Roger C. Hochschild has served as President and Chief Operating Officer since 2004, and was Executive Vice
President, Chief Marketing Officer from 1998 to 2001. From 2001 to 2004, Mr. Hochschild was Executive Vice
President, Chief Administrative Officer and Chief Strategic Officer of our former parent Morgan Stanley. Mr. Hochschild
holds a Bachelor’s degree in Economics from Georgetown University and an M.B.A. from the Amos Tuck School at
Dartmouth College.

R. Mark Graf has served as Executive Vice President, Chief Financial Officer and Chief Accounting Officer since April
2011. Prior to joining us, Mr. Graf was an investment advisor with Aquiline Capital Partners, a private equity firm
specializing in investments in the financial services industry. From 2006 to 2008, Mr. Graf was a partner at Barrett
Ellman Stoddard Capital. Mr. Graf was Executive Vice President and Chief Financial Officer for Fifth Third Bank from
2004 to 2006, after having served as its Treasurer from 2001 to 2004. He holds a Bachelor’s degree from the Wharton
School of the University of Pennsylvania.

Kathryn McNamara Corley has served as Executive Vice President, General Counsel and Secretary since February
2008. Prior thereto, she served as Senior Vice President, General Counsel and Secretary since 1999. Prior to becoming
General Counsel, Ms. Corley was Managing Director for our former parent Morgan Stanley’s global government and
regulatory relations. Ms. Corley holds a Bachelor’s degree in Political Science from the University of Southern California
and a J.D. from George Mason University School of Law.

Carlos Minetti has served as Executive Vice President, President — Consumer Banking and Operations since April
2010. Prior thereto, he served as Executive Vice President, Cardmember Services and Consumer Banking, and since
September 2006, Executive Vice President, Cardmember Services and Risk Management. Prior to joining us as Executive
Vice President, Cardmember Services in January 2001, Mr. Minetti worked in card operations and risk management for
American Express from 1987 to 2000, most recently as Senior Vice President. Mr. Minetti holds a Bachelor’s of Science
degree in Industrial Engineering from Texas A & M University and an M.B.A. from the University of Chicago.
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Diane E. Offereins has served as Executive Vice President, President — Payment Services since April 2010. Prior
thereto, she served as Executive Vice President, Payment Services since December 2008 and Executive Vice President and
Chief Technology Officer since 1998. In addition, she was appointed to oversee the PULSE network in 2006. From 1993
to 1998, Ms. Offereins was at MBNA America Bank, most recently as Senior Executive Vice President. Ms. Offereins
holds a Bachelor’s of Business Administration degree in Accounting from Loyola University.

Mary Oleksiuk has served as Senior Vice President and Chief Human Resources Officer since October 2011. Prior o
joining us, Ms. Oleksiuk served as Senior Vice President, Global Human Resources, with Alberto Culver Company. From
2005 to 2007, Ms. Oleksiuk was an officer with Limited Brands where she served as Executive Vice President, Human
Resources, for the Bath & Body Works division from 2006 to 2007. Ms. Oleksiuk holds a Bachelor’s degree from Wayne
State University and a Master’s degree from the University of lllinois.

James V. Panzarino has served as Executive Vice President and Chief Credit Risk Officer since December 2009. Prior
thereto, he served as Senior Vice President and Chief Credit Risk Officer from 2006 to 2009, and Senior Vice President,
Cardmember Assistance, from 2003 to 2006. Prior fo joining us, Mr. Panzarino was Vice President of External
Collections and Recovery at American Express from 1998 o 2002. Mr. Panzarino holds a Bachelor’s degree in Business
Management and Communication from Adelphi University.

Glenn Schneider has served as Senior Vice President and Chief Information Officer since December 2008, and was
appointed fo our Executive Committee in December 2009. From 2003 to 2008, he was Senior Vice President,
Application Development, and from 1998 to 2003, he served as Vice President, Marketing Applications. Mr. Schneider
joined us in 1993. He holds a Bachelor’s degree in Economics/Computer Science.and a minor in Statistics from Northern
linois University.

Harit Talwar has served as Executive Vice President, President — U.S. Cards since April 2010. Prior thereto, he served
as Executive Vice President, Card Programs and Chiet Marketing Officer since December 2008 and Executive Vice
President, Discover Network since December 2003. From 2000 to 2003, Mr. Talwar was Managing Director for our
international business. Mr. Talwar held a number of positions at Citigroup from 1985 to 2000, most recently as Country
Head, Consumer Banking Division, Poland. Mr. Talwar holds a B.A. Hons degree in Economics from Delhi University in
India and an M.B.A. from the Indian Institute of Management, Ahmedabad.
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ltem 1A. Risk Factors

You should carefully consider each of the following risks described below and all of the other information in this-annual
report on Form 10-K in evaluating us. Our business, financial condition, cash flows and/or results of operations could be
materially adversely affected by any of these risks. The trading price of our common stock could decline due to any of
these risks. This annual report on Form 10-K also contains forward-looking statements that involve risks and uncertainties.
Our actual results could differ materially from those anticipated in these forward-looking statements as a result of certain
factors, including the risks faced by us described below and elsewhere in this annual report on Form 10-K. See “Special

Note Regarding Forward-Looking Statements,” which immediately follows the risks below.

Economic conditions have had and could have a material adverse effect on our business, results of operations,
financial condition and stock price.

While certain economic conditions in the United States have shown signs of improvement, economic growth has been
slow and uneven as consumers continue to be affected by high unemployment rates and depressed housing values. In
addition, recent concerns and events such as economic uncertainty surrounding financial regulatory reform and its effect
on the revenues of financial services companies, U.S. debt and budget matters and the sovereign debt crisis in Europe,
may confinue to impact economic recovery and the financial services industry. A prolonged period of slow economic
growth or a significant deterioration in economic conditions would likely affect the ability and willingness of customers to -
pay amounts owed to us. A customer’s ability to repay us also can be negatively impacted by increases in their payment
obligations to other lenders under mortgage, credit card and other consumer loans. Although delinquencies and charge-
offs declined significantly in 2011, we believe that we are experiencing historical lows in these rates and that they are
likely to increase. In addition, if economic conditions do not improve, these rates may increase more than expected. The
over 30 days delinquent rate was 2.30% at November 30, 2011, down from 3.89% at November 30, 2010, and the full-
year net charge-off rate was 3.99% for 2011, down from 7.57% for 2010.

As our delinquency and charge-off rates rise, we expect to increase our allowance for loan losses. Due in part fo
improvements in cerfain economic indicators, our provision for loan losses has declined substantially, to $1.0 billion for
the 2011 fiscal year, as compared to $3.2 billion for the 2010 fiscal year. Lower levels of delinquency and charge-offs
reduced our reserve requirements and led to reserve releases in 2011, which significantly contributed to our net income
growth. Growth in our loan portfolio, along with stagnant or worsening economic conditions, would contribute fo rising
delinquency and charge-offs and increases in our allowance for loan losses, which could negatively impact our net
income.

Qur business is always influenced by economic conditions. Poor economic conditions not only affect the ability and
willingness of customers to pay amounts owed to us, increasing delinquencies, charge-offs and allowance for loan losses
as described above, but can also reduce the usage of our cards and the average purchase amount of transactions on our
cards, which reduces our interest income and transaction fees. We rely heavily on interest income from our credit card
business to generate earnings. Our interest income from credit card loans was $5.7 billion for the 2011 fiscal year,
which was 80% of revenues (defined as net interest income plus other income), compared to $5.8 billion in the 2010
fiscal year, which was 88% of revenues.

Economic conditions may also cause our earnings to fluctuate and diverge from expectations of securities analysts and
investors, who may have differing assumptions regarding their impact on our business and, therefore, may impact the
trading price of our common stock.

The regulatory environment for the financial services industry is being significantly impacted by financial regulatory
reform initiatives, which may adversely impact our business, results of operations and financial condition.

The 2010 Dodd-Frank Wall Street Reform and Consumer Protection Act (“Reform Act”) contains a comprehensive set
of provisions designed to govern the practices and oversight of financial institutions and other participants in the financial
markets. The Reform Act addresses risks to the economy and the payments system posed by large systemically significant
financial firms, including us, through a variety of measures, including increased capital and liquidity requirements, limits
on leverage, and enhanced supervisory authority. The Reform Act also establishes a new financial industry regulator, the
Consumer Financial Protection Bureau (“CFPB”), and includes new requirements for debit card transactions, which impact
our core businesses and are described in more detail below. Our banking regulators have introduced and continue to
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introduce new regulations and supervisory guidance and practices in response to the heightened Congressional and
regulatory focus on financial services generally, increasing their scrutiny over us and the industry. Also, additional
legislative or regulatory action that may impact our business may result from the multiple studies mandated under the
Reform Act. We are unable fo predict the nature, extent or impact of any additional changes to statutes or regulations,
including the interpretation or implementation thereof, which may occur in the future.

The effect of the Reform Act and other regulatory initiatives on our business and operations could be significant,
depending upon final implementing regulations, the actions of our competitors and the behavior of consumers and other
marketplace participants. The Reform Act, other legislative and regulatory changes, and enhanced scrutiny by our
regulators could have a significant impact on us by, for example, requiring us to limit or change our business practices,
limiting our ability to pursue business opportunities, requiring us to invest valuable management time and resources in
compliance efforts, imposing additional costs on us, limiting fees we can charge for services, requiring us to meet more
stringent capital, liquidity and leverage ratio requirements (including those under Basel lll), impacting the value of our
assets, increasing our cost or ability to access the securitization markets for our funding, or otherwise adversely affecting
our businesses. The Reform Act, its implementing regulations, and any other significant financial regulatory reform
initiatives could have a material adverse effect on our business, results of operations, cash flows and financial condition.
A more comprehensive description of the Reform Act is contained in “Management’s Discussion and Analysis of Financial
Condition and Results of Operations — Regulatory Environment and Developments.”

For additional information regarding the risks we face in connection with the Reform Act and other laws and
regulations, see the following risk factors below: “The Consumer Financial Protection Bureau may increase our
compliance costs and have a significant impact on our business,” “Legislative and regulatory initiatives related to the
student loan market may have a significant impact on our strategy of profitably growing our student loan portfolio,”
“Legislative and regulatory reforms related to the debit card market may have a significant impact on our PULSE network
business and may result in decreases in our PULSE network volume and revenue,” “The Credit Card Accountability
Responsibility and Disclosure Act of 2009 restricts our business practices and negatively impacts our results of
operations,” “If we are unable to securitize our receivables, it may have a material adverse effect on our liquidity, cost of
funds and overall financial condition,” “We may be limited in our ability to pay dividends and repurchase our common
stock,” “Laws, regulations, and supervisory guidance and practices, or the application thereof, may adversely affect our
business, financial condition and results of operations,” “Current and proposed regulation addressing consumer privacy
and data use and security could inhibit the number of payment cards issued and increase our costs,” and “Litigation and
regulatory actions could subject us to significant fines, penalties and/or requirements resulting in increased expenses.”

The Consumer Financial Protection Bureau may increase our compliance costs and have a significant impact on our
business.

In July 2011, many consumer financial protection functions formerly assigned to the federal banking and other
agencies ransferred to the CFPB. The CFPB has a large budget and staff, and has broad authority with respect fo the
businesses in which we engage. It has authority to write regulations under federal consumer financial protection laws,
and enforce those laws against and examine large financial institutions, including Discover, for compliance. It is
authorized to collect fines and provide consumer restitution in the event of violations, engage in consumer financial
education, track consumer complaints, request data and promote the availability of financial services to underserved
consumers and communities. In late 2011, the CFPB began tracking consumer complaints for credit cards and mortgages
via an online process that is expected to expand to student loans in 2012. It has authority to prevent “unfair, deceptive or
abusive” practices by issuing regulations or by using its enforcement authority without first establishing regulatory

guidance.

Because the CFPB has been recently established and its Director has been only recently appointed, there is significant
uncertainty as to how the CFPB will exercise and implement its regulatory, supervisory, examination and enforcement
authority. Depending on how the CFPB functions and its areas of focus, it could have a material adverse impact on our
businesses. The CFPB is expected to establish multiple divisions, each with its own rule writing and compliance
examination specialists, to focus on businesses in which we engage or expect fo engage (such as revolving loans, student
loans, mortgages, other consumer loans and payments). Changes in regulatory expectations, inferprefations or practices
could increase the risk of regulatory enforcement actions, fines and pendlties. In addition to increasing our compliance
costs and potentially delaying our ability to respond to marketplace changes, actions by the CFPB could result in
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requirements fo alter our products and services that would make our products less aftractive to consumers and impair our
ability to offer them profitably. Should the CFPB discourage the use of products we offer or steer consumers to other
products or services that it deems to be preferable, we could suffer reputational harm and a loss of customers. The CFPB's
authority to change regulations adopted in the past by other regulators (e.g., regulations issued under the Truth in
Lending Act or the Credit Card Accountability Responsibility and Disclosure Act of 2009, or the CARD Act, by the Federal
Reserve), or to rescind or ignore past regulatory guidance, could increase our compliance costs and litigation exposure.
Our litigation exposure may also be increased by the CFPB’s authority to limit or ban pre-dispute arbitration clauses.

The Reform Act authorizes state officials to enforce regulations issued by the CFPB and to enforce the Reform Act's
general prohibition against unfair, deceptive or abusive practices, and makes it more difficult than in the past for federal
financial regulators to declare state laws that differ from federal standards to be preempted. To the extent that states enact
requirements that differ from federal standards or state officials and courts adopt interpretations of federal consumer laws
that differ from those adopted by the CFPB, we may be required to alter or cease offering products or services in some
jurisdictions, which would increase compliance costs and reduce our ability to offer the same products and services to
consumers nationwide, and we may be subject fo a higher risk of state enforcement actions. :

Legislative and regulatory initiatives related to the student loan market may have a significant impact on our strategy
of profitably growing our student loan portfolio.

We have invested in the growth of our private student loan portfolio, including through the acquisition of SLC in
December 2010 and the acquisition of additional private student loans in September 2011. Our total student loans have
grown from $1.0 billion at November 30, 2010 to $7.3 billion at November 30, 2011. There is significant legislative
and regulatory focus on the student loan market, including by the CFPB, which has made it a priority area of focus. Under
the Reform Act, the CFPB and Department of Education {“DOE”) are required to prepare a report on private education
loans and private educational lenders by July 2012 that examines, among other things, the private education loan
market; underwriting criteria used by lenders; loan terms, conditions and pricing; consumer protections available to
borrowers; and fair lending considerations. The Reform Act also created a “Private Education Ombudsman” within the
CFPB to receive and attempt to informally resolve complaints about private student loans, and the CFPB plans to receive
such complaints via its online consumer complaint system. In addition, the Obama Administration has made changes fo
the federal student loan program intended to make college more affordable and make it easier for students to repay their
federal student loans. Congress or the Administration may take actions that impact the student loan market in the future,
including as a result of the CFPB and DOE study. The possible impact of heightened scrutiny of the student loan market
and its participants, including any resulting legislative and regulatory initiatives, is uncertain and may adversely impact
the profitability and growth of our private student loan portfolio.

Legislative and regulatory reforms related to the debit card market may have a significant impact on our PULSE
network business and may result in decreases in our PULSE network volume and revenue.

The Reform Act contains several provisions that may adversely affect our PULSE network’s business practices, network
transaction volume, revenue, and prospects for future growth. First, the Reform Act requires that interchange fees received
by certain payment card issuers on debit card transactions be “reasonable and proportional” to the issuer’s cost in
connection with such transactions, as defermined by the Federal Reserve. The Federal Reserve also has the power to
regulate network fees to the extent necessary to prevent circumvention of interchange regulation under the Reform Act. In
addition, the Reform Act requires the Federal Reserve to restrict debit card networks and issuers from requiring debit card
transactions to be processed solely on a single payment network or two or more affiliated networks, or from requiring that
transactions be routed over certain networks. The Federal Reserve issued final implementing regulations with respect fo
the interchange fee and routing provisions in June 2011, some of which became effective in October 2011. Regulations
mandating that debit and prepaid card issuers participate in two or more unaffiliated payment networks take effect
April 1, 2012. Discover Network and PULSE have modified operating rules, interchange fee schedules and existing
agreements fo ensure consistency with the Reform Act and Federal Reserve implementing regulations. PULSE has
increased its processing capacity for potential additional volume. ‘

The Reform Act requirements may significantly affect the debit card market, decrease prospects for future growth of
debit products, negatively impact PULSE's transaction volume and revenue, and require costly system changes. For
example, the network participation requirements impact PULSE's ability fo enter into exclusivity arrangements, which
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affect PULSE's current business practices and may materially adversely affect its network transaction volume and revenue.
Our transaction processing revenue was $180 million and $150 million for the years ended November 30, 2011 and
2010, respectively. The ultimate impact of these laws and regulations will depend upon the actions of our competitors and
the behavior of other marketplace participants. For example, the National Retail Federation, the Food Marketing Institute,
the National Association of Convenience Stores and two retailers have filed a federal lawsuit challenging the Federal
Reserve implementing regulations and, in particular, the interchange fee provisions, on the grounds that, among other
things, the Federal Reserve did not properly apply the Reform Act. It is uncertain how PULSE’s business practices, network
transaction volume, revenue, and prospects for future growth, as well as the debit card market as a whole, may be
impacted by the industry’s competitive response to these new requirements.

The Credit Card Accountability Responsibility and Disclosure Act of 2009 restricts our business practices and
negatively impacts our results of operations.

The Credit Card Accountability Responsibility and Disclosure Act of 2009 (the “CARD Act’) has required us to make
fundamental changes to many of our business practices, including marketing, underwriting, pricing and billing. The
CARD Act's restrictions on our ability to increase interest rates on existing balances to respond to market conditions and
credit risk ultimately limits our ability fo extend credit to new customers and provide additional credit fo current customers.
Other CARD Act restrictions with respect fo allocation of payments on accounts and adjusiments to interest rates have
resulted and will continue to result in reduced interest income. We rely heavily on interest income. Our inferest income
from credit card loans was $5.7 billion for the 2011 fiscal year, which was 80% of revenues (defined as net interest
income plus other income), compared to $5.8 billion in the 2010 fiscal year, which was 88% of revenues. The CARD
Act's restrictions on late and other penalty fees have reduced our loan fee income and may impact our ability to deter late
payments. Our loan fee income was $338 million for the 2011 fiscal year, compared to $340 million in the 2010 fiscal
year, which was 5% of revenues in each year.

We have made changes to our pricing, credit and marketing practices designed to lessen the impact of the changes
required by the CARD Act. The long-term impact of the CARD Act on credit card industry profitability generally, and on
our business practices and revenues, continue to depend upon consumer behavior and the actions of our competitors,
which remain difficult to predict. Consumers may generally choose to use credit cards less frequently or for smaller dollar
amounts. We may have to reconsider certain strategies in order fo remain competitive. For example, in the event of
another market downturn, we may have fo consider expense-reduction initiatives in order to offset our inability to
generate increased interest and fee income due to the CARD Act's repricing restrictions. If the changes we have made
and may make in the future to offset the impact of the CARD Act are not effective in the long term, they may have a
material adverse effect on our business and results of operations.

We face competition from other consumer financial services providers, and we may not be able to compete effectively,
which could result in fewer customers and lower account balances and could materially adversely affect our financial
condition, cash flows and results of operations.

The consumer financial services business is highly competitive. We compete with other consumer financial services
providers on the basis of a number of factors, including brand, reputation, customer service, product offerings, incentives,
pricing and other terms. Competition in credit cards is also based on merchant acceptance and the value provided to the
customer by rewards programs. Many credit card issuers have instituted rewards programs that are similar to ours, and,
in some cases, are more aftractive fo customers than our programs. These competitive factors affect our ability fo attract
and refain customers, increase usage of our products, and maximize the revenue generated by our products. In addition,
because most domestically issued credit cards, other than those issued by American Express, are issued on the Visa and
MasterCard networks, most other card issuers benefit from the dominant position and marketing and pricing power of
Visa and MasterCard. If we are unable to compete successfully, or if competing successfully requires us to take aggressive
actions in response to competitors’ actions, our financial condition, cash flows and results of operations could be
materially adversely affected.

We incur considerable expenses in competing with other consumer financial services providers, and many of our
competitors have greater financial resources than we do, which may place us at a competitive disadvantage and
negatively affect our financial results.

We incur considerable expenses in competing with other consumer financial services providers to attract and retain
customers and increase usage of our products. A substantial portion of these expenses relates to marketing expenditures.
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We incurred expenses of $537 million and $463 million in the 2011 and 2010 fiscal years, respectively, for marketing
and business development. Our consumer financial services products compete primarily on the basis of pricing, terms and
service. Because of the highly competitive nature of the credit card issuing business, a primary method of competition
among credit card issuers, including us, has been fo offer rewards programs, low introductory interest rates, attractive
standard purchase rates and balance transfer programs that offer a favorable annual percentage rate or other financial
incentives for a specified length of time on account balances transferred from another credit card. This type of competition
has adversely affected credit card yields, and customers may frequently switch credit cards or transfer their balances to
another card. There can be no assurance that any of the expenses we incur or incentives we offer to attempt to acquire
and maintain accounts and increase usage of our products will be effective.

Furthermore, many of our competitors are larger than we are, have greater financial resources than we do, have more
breadth in consumer banking products, and/or have lower funding and operating costs than we have and expect to
have, and have assets such as branch locations and co-brand relclfionships, that may help them compete more effecﬁve|y.
We may be at a competitive disadvantage as a result of the greater financial resources, diversification and scale of many
of our competitors. )

Our expenses directly affect our earnings results. Many factors can influence the amount of our expenses, as well as
how quickly they may increase. Our ongoing investments in infrastructure, which may be necessary to maintain a
competitive business, integrate newly-acquired businesses, and establish scalable operations, may increase our expenses.
In addition, as our business develops, changes or expands, additional expenses can arise as a result of a reevaluation of
business strategies, management of outsourced services, asset purchases, structural reorganization, compliqnce with new
laws or regulations or the integration of newly-acquired businesses. If we are unable to successfully manage our
expenses, our financial results will be negatively affected.

We face competition from other operators of payment networks, and we may not be able to compete effectively,
which could result in reduced transaction volume, limited merchant acceptance of our cards, limited issuance of cards
on our networks by third parties and materially reduced earnings.

We face substantial and increasingly intense competition in the payments industry. We compete with other payment
networks to attract third-party issuers to issue credit and debit cards and other card products on the Discover, PULSE and
Diners Club networks. Competition with other operators of payment networks is generally based on issuer interchange
fees, fees paid to networks (including switch fees), merchant acceptance, network functionality and other economic terms.
Competition also is based on customer perception of service quality, brand image, reputation and market share.

Many of our competitors are well established, larger than we are and/or have greater financial resources than we do.
These competitors have provided financial incentives to card issuers, such as large cash signing bonuses for new
programs, funding for and sponsorship of marketing programs and other bonuses. Visa and MasterCard each have been
in existence for more than 40 years and enjoy greater merchant acceptance and broader global brand recognition than
we do. Although we have made progress in merchant acceptance, we have not achieved global market parity with Visa
and MasterCard. In addition, Visa and MasterCard have entered into long-term arrangements with many financial
institutions that may have the effect of discouraging those institutions from issuing credit cards on the Discover Network or
issuing debit cards on the PULSE network. Some of these arrangements are exclusive, or nearly exclusive, which further
limits our ability to conduct material amounts of business with these institutions. If we are unable to remain competitive on
issuer inferchange and other incentives, we may be unable to offer adequate pricing to third-party issuers while
maintaining sufficient net revenues. At the same time, increasing the transaction fees charged to merchants or increasing
acquirer interchange could adversely affect our effort to increase merchant acceptance of credit cards issued on the
Discover Network and may cause merchant acceptance to decrease. This, in turn, could adversely affect our ability to
attract third-party issuers and our ability to maintain or grow revenues from our proprietary network. The Reform Act,
which gives merchants control of the routing of debit transactions, could also result in a decrease in volume and revenue
for the PULSE network.

American Express is also a strong competitor, with international acceptance, high transaction fees and an upscale
brand image. Internationally, American Express competes in the same market segments as Diners Club. We may face
challenges in increasing international acceptance on our networks, particularly if third parties that we rely on to issue
Diners Club cards, increase card acceptance, and market our brands do not perform to our expectations.
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In addition, if we are unable to maintain sufficient network functionality to be competitive with other networks, or if our
competitors develop better data security solutions or more innovative products and services than we do, our ability fo
attract third-party issuers and maintain or increase the revenues generated by our proprietary card issuing business may
be materially adversely affected. An inability to compete effectively with other payment networks could result in reduced
transaction volume, limited merchant acceptance of our cards, limited issuance of cards on our network by third parties
and materially reduced earnings.

Our business depends upon relationships with issuers, merchant acquirers and licensees, which are generally financial
institutions. The adverse economic and regulatory environment and increased consolidation in the financial services
industry decrease our opportunities for new business and may result in the termination of existing business relationships if
a business partner is acquired or goes out of business. In addition, as a result of this environment, financial institutions
may have decreased interest in engaging in new card issuance opportunities or expanding existing card issuance
relationships, which would inhibit.our ability to grow our payment services business.

If we are unsuccessful in maintaining the Diners Club network and achieving full card acceptance across our networks,
we may be unable to sustain and grow our international network business.

In 2008, we acquired the Diners Club network, brand, trademarks, employees, and license agreements. We have
made significant progress toward, but have not completed, achieving full card acceptance across the Diners Club
network, the Discover Network and PULSE. This would allow Discover customers to use their cards at merchant and ATM
locations that accept Diners Club cards around the world and would allow Diners Club customers to use their cards on the
Discover Network in North America and on the PULSE network both domestically and internationally.

The success of our Diners Club business depends upon our ability to maintain the full operability of the Diners Club
network for existing Diners Club cardholders, network licensees and merchants. Citigroup owns and operates network
licensees generating a significant share of the Diners Club network sales volume. Citigroup has been reducing assets
outside its core businesses, including certain Diners Club businesses, by selling its ownership interest. if Citigroup were to
discontinue its support of a significant number of or key Diners Club network licensees, we may face difficulty maintaining
and growing our international network. This could adversely affect the acceptance of Discover cards when they are used
outside of North America.

The success of our Diners Club business depends upon the cooperation and support of the network licensees that issue
Diners Club cards and that maintain a merchant acceptance network. As is the case for other card payment networks,
Diners Club does not issue cards or determine the terms and conditions of cards issued by the network licensees. This is
the responsibility of each licensee. Further, unlike the Discover Network, we have only a small number of direct merchant
relationships in the Diners Club network. Instead, we rely on network licensees located outside the United States to help us
sustain and grow our international business. As a result of a number of factors, including any difficulties in achieving full
card acceptance across our networks, network licensees may choose not to renew the license agreements with us when
their terms expire. In addition, the increasingly competitive marketplace for cross-border issuance and acceptance of
credit cards may result in lower participation fees for the Diners Club network. In addition, many of the merchants in the
acceptance network, primarily small and mid-size merchants, may not be contractually committed to the network licensees
for any period of time and may cease to participate in the Diners Club network at any time on short notice. If we are
unable fo continue our relationships with network licensees or if the network licensees are unable to continue their
relationships with merchants, our ability to maintain or increase revenues and fo remain competitive would be adversely
affected. Interruption of these relationships might also have an adverse effect on the acceptance of Discover cards when
they are used on the Diners Club network outside of North America.

We rely upon numerous other network partners for merchant acceptance for existing Diners Club customers. We
completed rerouting merchant transactions for foreign Diners Club cards transacting in North America from the
MasterCard acceptance network to the Discover Network in 2011. If we are unable to continue fo offer acceptable North
American merchant acceptance to Diners Club customers, we may experience decreased transaction volume, which
would reduce our revenues. Also, as we have nonamortizable intangible assets that resulted from the purchase of Diners
Club, if we are unable to maintain or increase revenues due to the reasons described above, we may be exposed to an
impairment loss that, when recognized, could have a material adverse impact on our consolidated financial condition
and results of operations. The long-term success of our acquisition of Diners Club depends upon achieving full card
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acceptance across our networks, which could include higher overall costs or longer timeframes than anticipated. If we are
unable to successfully achieve full card acceptance across our networks, we may be unable to achieve the synergies we
anticipate and to grow our business internationally.

The success of our student loan strategy depends upon our ability to fully integrate The Student Loan Corporation. If
we fail to do so, we may be unable fo sustain and grow our student loan portfolio.

In December 2010, we purchased SLC and, in September 2011, we purchased additional private student loans from
Citi. The acquisitions significantly increased the size of our private student loan portfolio, which has grown from $1.0
billion at November 30, 2010 to $7.3 billion at November 30, 2011. The success of these acquisitions depends, in part,
upon our ability to manage the risks resulting from our relatively recent entry into the student loan market.

We are relying heavily on the assistance of Citi and certain of its affiliates during a transition period for many services,
including services related to operations, technology, marketing and origination. If we are unable to assume responsibility
for these services during the established transition period, we will need to enter into an extension of our agreement with
Citi or identify other service providers, which may not be available on favorable pricing or terms, if at all. If we were to
lose the support of Citi before these services were successfully transitioned to our employees or another service provider,
we could experience interruptions in operations that could negatively impact our ability to meet customer demand for
student loan originations and disbursements, damage our relationships with schools, customers and vendors, and reduce
- our market share in the student loan market, all of which could adversely affect our student loan strategy and results of
operations.

The long-term success of our student loan strategy depends upon our ability to manage the credit risk, pricing, funding,
operations and expenses of a larger student loan portfolio as well as the successful implementation of our brand strategy.
We currently originate student loans under the Discover brand and acquire student loans from Citi that are marketed
under the CitiAssist brand; however, our agreement with Citi regarding CitiAssist student loans is expected to expire at
the end of 2012. In the 2011 fiscal year, 57% of our newly-disbursed private student loans were originated by Citi under
the CitiAssist brand. Our ability to maintain or increase market share is largely dependent upon our ability to migrate to
a single, cohesive suite of student loan products marketed under the Discover brand, as well as our ability to communicate
effectively to prospective borrowers and schools about these products. We plan to continue to offer competitively priced
products by managing our expenses through building economies of scale, which will reduce our origination and servicing
costs. If we are unable to accomplish these objectives, it may have a negative impact on our results of operations, affect
our competitive position in the marketplace and prevent us from sustaining and growing our student loan portfolio.

Our framework for managing risks may not be effective in mitigating our risk of loss.

Our risk management framework seeks to mitigate risk and appropriately balance risk and return. We have
established processes and procedures intended to identify, measure, monitor and report the types of risk to which we are
subject, including credit risk, market risk, liquidity risk, operational risk, legal and compliance risk, and strategic risk. We
seek to monitor and control our risk exposure through a framework of policies, procedures and reporting requirements.
Management of our risks in some cases depends upon the use of analytical and/or forecasting models. If the models that
we use to mitigate these risks are inadequate, we may incur increased losses. In addition, there may be risks that exist, or
that develop in the future, that we have not appropriately anticipated, identified or mitigated. If our risk management
framework does not effectively identify or mitigate our risks, we could suffer unexpected losses and our financial condition
and results of operations could be materially adversely affected.

Our business depends on our ability to manage our credit risk, and failing to manage this risk successfully may result
in high charge-off rates, which would materially adversely affect our business, profitability and financial condition.

Our success depends on our ability to manage our credit risk while attracting new customers with profitable usage
patterns. We select our customers, manage their accounts and establish terms and credit limits using proprietary scoring
models and other analytical techniques that are designed fo set terms and credit limits to appropriately compensate us for
the credit risk we accept, while encouraging customers fo use their available credit. The models and approaches we use
may not accurately predict future charge-offs due to, among other things, inaccurate assumptions. While we continually
seek to improve our assumptions and models, we may make modifications that unintentionally cause them to be less
predictive or we may incorrectly interpret the data produced by these models in sefting our credit policies.
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Our ability to manage credit risk and avoid high charge-off rates may be adversely affected by economic conditions
that may be difficult to predict, such as the recent financial crisis. Although delinquencies and charge-offs declined
significantly in 2011, we believe that we are experiencing historical lows in these rates and that they are likely to
increase. In addition, if economic conditions do not improve, these rates may increase more than expected. The full-year
net charge-off rate was 3.99% in 2011, down from the full-year net charge-off rate of 7.57% in 2010. At November 30,
2011 and 2010, $718 million, or 1.25%, and $1.2 billion, or 2.42%, of our loan receivables were non-performing
(defined as loans over 90 days delinquent and accruing inferest plus loans not accruing interest). We remain subject to
conditions in the consumer credit environment. There can be no assurance that our underwriting and portfolio
management strategies will permit us to avoid high charge-off levels, or that our allowance for loan losses will be
sufficient to cover actual losses.

A customer’s ability fo repay us can be negatively impacted by increases in their payment obligations to other lenders
under mortgage, credit card and other consumer loans. Such changes can result from increases in base lending rates or
structured increases in payment obligations, and could reduce the ability of our customers to meet their payment
obligations to other lenders and to us. In addition, a customer’s ability to repay us can be negatively impacted by the
restricted availability of credit to consumers generally, including reduced and closed lines of credit. Customers with
insufficient cash flow to fund daily living expenses and lack of access to other sources of credit may be more likely to
increase their card usage and ultimately default on their payment obligations to us, resulting in higher credit losses in our
portfolio. Our collection operations may not compete effectively to secure more of customers’ diminished cash flow than
our competitors. In addition, we may not identify customers who are likely to default on their payment obligations to us
quickly and reduce our exposure by closing credit lines and restricting authorizations, which could adversely impact our
financial condition and results of operations.

Our ability to manage credit risk also may be adversely affected by legal or regulatory changes (such as bankruptcy
laws, minimum payment regulations and re-age guidance), competitors’ actions and consumer behavior, as well as
inadequate collections staffing, techniques, models and performance of vendors such as collection agencies.

We have expanded our marketing of our personal and private student loan products. Also, we significantly increased
the size of our student loan portfolio through two acquisitions in the past fiscal year. Our personal and private student
loan portfolios grew to $2.6 billion and $7.3 billion, respectively, at November 30, 2011, compared to $1.9 billion and
$1.0 billion, respectively, at November 30, 2010. We have less experience in these areas as compared to our traditional
credit card lending business, and there can be no assurance that we will be able to grow these products in accordance
with our strategies, manage our credit risk or generate sufficient revenue to cover our expenses in these markets. Our
failure to manage our credit risks may materially adversely affect our profitability and our ability to grow these products,
limiting our ability to further diversify our business.

Adverse market conditions or an inability to effectively manage our liquidity risk could negatively impact our ability to
meet our liquidity and funding needs, which could materially adversely impact our business operations and overall
financial condition.

We must effectively manage the liquidity risk to which we are exposed. We require liquidity in order to meet cash
requirements such as day-to-day operating expenses, extensions of credit on our consumer loans and required payments
of principal and inferest on our borrowings. Our primary sources of liquidity and funding are payments on our credit
card loan receivables, deposits, and proceeds from securitization fransactions and securities offerings. We may maintain
too much liquidity, which can be costly and limit financial flexibility, or we may be too illiquid, which could result in
financial distress during a liquidity stress event. Qur liquidity portfolio had a balance of approximately $8.5 billion as of
November 30, 2011, compared to $10.1 billion as of November 30, 2010. Our total contingent liquidity sources as of
November 30, 2011 amounted to $26.2 billion (consisting of $8.5 billion in our liquidity portfolio, $8.4 billion in
incremental Federal Reserve discount window capacity, $2.4 billion in a revolving credit facility, and $6.8 billion of
undrawn capacity in private securitizations), compared to $22.5 billion at November 30, 2010. Effective December 16,
2011, we terminated the $2.4 billion revolving credit facility due to the availability of other sources of contingent

liquidity. -

In the event that our current sources of liquidity do not satisfy our needs, we would be required to seek additional
financing. The availability of additional financing will depend on a variety of factors such as market conditions, the
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general availability of credit to the financial services industry, new regulatory restrictions and requirements, and our
credit ratings. Disruptions, uncertainty or voldtility in the capital, credit or deposit markets, such as the volatility
experienced in the capital and credit markets during the financial crisis, may limit our ability to repay or replace maturing
liabilities in a timely manner. As such, we may be forced fo delay raising funding or be forced to issue or raise funding at
undesirable ferms and/or costs, which could decrease profitability and significantly reduce financial flexibility. Further, in
disorderly financial markets or for other reasons, it may be difficult or impossible to liquidate some of our investments to
meet our liquidity needs.

While market conditions have stabilized and, in many cases, improved, there can be no assurance that significant
disruption and voldtility in the financial markets will not occur in the future. For example, recent concerns regarding U.S.
debt and budget matters and the sovereign debt crisis in Europe have caused uncertainty in financial markets. Although
the U.S. debt limit was increased, a failure to raise the U.S. debt limit and/or a downgrade of U.S. debt ratings in the
future could, in addition to causing economic and financial market disruptions, materially adversely affect our ability to
access capital markets on favorable terms and the market value of the U.S. government securities that we hold, as well as
have other material adverse effects on the operation of our business and our financial results and condition. Other
material adverse effects could include a reduction in our credit ratings resulting from a further decrease in the probability
of government support for large financial institutions such as Discover assumed by the rating agencies in their current
credit ratings. If we are unable fo continue to fund our assets through deposits or access capital markets on favorable
terms, or if we experience an increase in our borrowing costs or otherwise fail to manage our liquidity effectively, our
liquidity, operating results, financial results and condition may be materially adversely affected.

An inability to accept or maintain deposits in the future could materially adversely affect our liquidity position and our
ability to fund our business.

We obtain deposits from consumers either directly or through affinity relationships and through third-party securities
brokerage firms that offer our deposits to their customers. We had $26.2 billion in deposits acquired directly or through
affinity relationships and $13.3 billion in deposits originated through securities brokerage firms as of November 30,
2011, compared to $20.6 billion and $13.7 billion, respectively, as of November 30, 2010. Competition from other
financial services firms that use deposit funding and the rates we offer on our deposit products may affect deposit renewal
rates, costs or availability. Changes we make to the rates offered on our deposit products may affect our profitability
({through funding costs) and our liquidity (through volumes raised). In addition, our ability to maintain existing or obtain
additional deposits may be impacted by factors beyond our control, including perceptions about our financial strength or
online banking generally, which could reduce the number of consumers choosing fo make deposits with us, third parties
continuing or entering into affinity relationships with us, or third-party securities brokerage firms offering our deposit
products.

Our ability to obtain deposit funding and offer competitive interest rates on deposits is also dependent on capital levels
of our bank subsidiaries. The Federal Deposit Insurance Act (the “FDIA”) prohibits insured banks, including our subsidiary
Discover Bank, from accepting brokered deposits (as defined in the FDIA) or offering interest rates on any deposits
significantly higher than the prevailing rate in its normal market area or nationally (depending upon where the deposits
are solicited), unless (1) it is “well-capitalized” or {2) it is “adequately capitalized” and receives a waiver from the FDIC.
A bank that is “adequately capitalized” may not pay an interest rate on any deposit, including direct-to-consumer
deposits, in excess of 75 basis points over the national rate published by the FDIC. There are no such restrictions on a
bank that is “well-capitalized.” As of November 30, 2011, we had brokered deposits {as defined in the FDIA) of $16.9
billion. While Discover Bank met the FDIC's definition of “well-capitalized” as of November 30, 2011, there can be no
assurance that it will continue to meet this definition. For a comparison of Discover Bank’s capital ratios to the “well-
capitalized” capital requirements, see Note 19: Capital Adequacy to our consolidated financial statements. Additionally,
our regulators can adjust the requirements to be “well-capitalized” at any time and have authority to place limitations on
our deposit businesses, including the interest rate we pay on deposits.

If we are unable to securitize our receivables, it may have a material adverse effect on our liquidity, cost of funds and
overall financial condition.

Historically, we have used the securitization of credit card receivables, which involves the transfer of receivables to a
trust and the issuance by the trust of beneficial interests to third-party investors, as a significant source of funding. Our
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average level of securitized borrowings from third parties was $13.5 billion for fiscal year 2011 and $17.2 billion for
fiscal year 2010. Securitization markets experienced a significant drop in liquidity in 2007 and remain disrupted for
some asset classes. The securitization market for credit cards, however, has been re-established, although still not fully ot
terms or volumes that are similar to pre-2007 levels.

The Reform Act imposes a number of significant changes related to asset-backed securities that may impact our ability
and desire fo securitize our receivables. For example, the Reform Act nullified Rule 436(g) of the Securities Act of 1933
(the “Securities Act’) effective immediately, which subjects the rating agencies to “expert liability” under Section 11 of the
Securities Act for misstatements or omissions of material facts in connection with credit ratings contained in registration
statements. In response to this measure, the major credit rating agencies issued statements indicating that they would be
unwilling to provide issuers with consent fo use credit ratings in their registration statements. In order to provide a
transition period, the SEC issued a “no-action” lefter in July 2010 allowing issuers to omit credit ratings from registration
statements until January 24, 2011. In November 2010, the SEC issued a second letter extending this no-action period
indefinitely. Failure to ultimately resolve this issue could impact the market for registered asset-backed securities.

The SEC has also proposed revised rules for asset-backed securities offerings that, if adopted, would substantially
change the disclosure, reporting and offering process for public and private offerings of asset-backed securities. Recent
legislative proposals have affected the timing and final form of these proposdls, as the SEC has sought additional
comment from market participants. Significant changes to the disclosure requirements or registration process for
securifizations could make them more expensive, making securitization less atiractive as a funding source.

The ability of issuers of asset-backed securities to obtain necessary credit ratings for their issuances has been based, in
part, on qualification under the FDIC's safe harbor rule for assets transferred in securitizations. The FDIC issued a final
rule for its securitization safe harbor which requires issuers to comply with a new set of requirements in order to qualify
for the safe harbor. Issuances out of our existing credit card securitization trusts are “grandfathered” under the new FDIC
final rule. However, preserving this grandfathered status imposes certain restrictions on our trusts. In the event that we
would not be able to meet such restrictions, we would need to create new trusts to securitize our receivables. Qualification
for the safe harbor with respect fo any new trust that we may create to securitize our assets would require us to satisfy the
requirements of the FDIC's new final rule.

Our ability to raise funding through the securitization market also depends, in part, on the credit ratings of the
securities we issue from our securifization trusts. If we are not able to satisfy rating agency requirements to maintain the
ratings of asset-backed securities issued by our trusts, it could limit our ability to access the securitization markets.
Additional factors affecting the extent to which we will securitize our credit card receivables in the future include the
overall credit quality of our receivables, the costs of securitizing our receivables, and the legal, regulatory, accounting
and tax requirements governing securitization transactions. A prolonged inability to securitize our receivables may have
a material adverse effect on our liquidity, cost of funds and overall financial condition.

The occurrence of events that result in the early amortization of our existing credit card securitization transactions or
an inability to delay the accumulation of principal collections in our credit card securitization trusts would materially
adversely affect our liquidity.

Our liquidity would be materially adversely affected by the occurrence of events that could result in the early
amortization of our existing credit card securitization transactions. Credit card securitizations are normally structured as
“revolving transactions” that do not distribute to securitization investors their share of monthly principal payments on the
receivables during the revolving period, and instead use those principal payments to fund the purchase of replacement
receivables. The occurrence of “early amortization events” may result in termination of the revolving periods of our
securitization transactions, which would require us to repay the affected outstanding securitized borrowings out of
principal collections without regard to the original payment schedule. Our average level of securitized borrowings was
$13.5 billion for fiscal year 2011 and $17.2 billion for fiscal year 2010. Early amortization events include, for example,
insufficient cash flows in the securitized pool of receivables fo meet contractual requirements (i.e. excess spread less than
zero), certain breaches of representations, warranties or covenants in the agreements relating fo the securifization, and
receivership or insolvency of Discover Bank. For more information on excess spread, see Note 7: Credit Card and Student
Loan Securitization Activities to our consolidated financial statements. An early amortization event would negatively
impact our liquidity, and require us fo rely on alfernative funding sources, which may or may not be available at the time.
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Our credit card securitization structure includes a requirement that we accumulate principal collections into a restricted
account in the amount of scheduled maturities on a pro rata basis over the 12 months prior fo a security’s maturity date.
We have the option under our credit card securitization documents to shorten this accumulation period, subject fo the
satisfaction of certain conditions, including reaffirmation from each of the rating agencies of the security’s required rating.
Historically, we have exercised this option to shorten the accumulation period to one month prior to maturity. If we were
to defermine that the payment rate on the underlying receivables would not support a one-month accumulation period, or
if one or more of the rating agencies were fo require an accumulation period of longer than one month, we would need
to begin accumulating principal cash flows earlier than we have historically. A lengthening of the accumulation period
would negatively impact our liquidity, requiring management to implement mitigating measures. During periods of
significant maturity levels, absent management actions, the lengthening of the accumulation period could materially
adversely affect our financial condition.

A downgrade in the credit ratings of our securities could materially adversely affect our business and financial
condition.

We, dlong with Discover Bank, are regularly evaluated by the rafings agencies, and their ratings for our long-term
debt and other securities, including asset-backed securities issued by our securitization trusts, are based on a number of
factors, including our financial sirength as well as factors that may not be within our control. The credit ratings of the
securities issued by our securitization trusts are regularly evaluated by the rating agencies. The ratings of our asset-
backed securities are based on a number of factors, including the quality of the underlying receivables and the credit
enhancement siructure of the trusts. Downgrades in our ratings or those of our trusts could materially adversely affect our
cost of funds, access to capital and funding, and overall financial condition. There can be no assurance that we will be
able to maintain our current credit ratings or that our credit ratings will not be lowered or withdrawn.

We may not be successful in managing the investments in our liquidity investment portfolio and investment
performance may deferiorate due to market fluctuations, which would adversely affect our business and financial
condition. )

We must effectively manage the risks of the investments in our liquidity investment portfolio, which is comprised of cash
and cash equivalents and high quality, liquid investments. Our investments may be adversely affected by market
fluctuations including changes in interest rates, prices, credit risk premiums and overall market liquidity. Also, investments
backed by collateral could be adversely impacted by changes in the value of the underlying collateral. In addition,
continued poor economic conditions may cause certain of the obligors, counterparties and underlying collateral on our
investments to incur losses of their own or default on their obligations to us due to bankruptcy, lack of liquidity,
operational failure or other reasons, thereby increasing our credit risk exposure fo these investments. These risks could
result in a decrease in the value of our investments, which could negatively impact our financial condition. Further, in an
effort to increase the rate of refurn on our investment portfolio, we may choose new investments, which may result in
greater fluctuations in market value. While we expect these investments to be readily convertible into cash and do not
believe they present a material increase to our risk profile or will have a material impact on our risk-based capital ratios,
they are subject to certain market fluctuations that may reduce the ability to fully convert them into cash.

Changes in the level of interest rates could materially adversely affect our earnings.

Changes in interest rafes cause our interest expense to increase or decrease, as certain of our debt instruments carry
interest rates that fluctuate with market benchmarks. If we are unable to pass any higher cost of funds o our customers,
the increase in inferest expense could materially reduce earnings. Some of our consumer loan receivables bear interest at
a fixed rate or do not earn inferest, and we may not be able fo increase the rate on those loans fo mitigate any higher
cost of funds. At the same time, our variable rate loan receivables, which are based on the prime market benchmark rate,
may not change at the same rate as our floating rate borrowings or may be subject to a cap, subjecting us to basis point
risk. The majority of our floating rate borrowings are asset securitizations, which are generally based on the 1-month
LIBOR rate. If the prime rate were to decrease without a decrease in the 1-month LIBOR rate, our earnings would be
negatively impacted. In addition fo asset securitizations, we also utilize deposits as a significant source of funds. Our
interest costs associated with existing certificates of deposit are fixed and, therefore, we cannot decrease the rate we pay
on these deposits to mitigate any higher cost of funds. New deposit issuances are subject to fluctuations in interest rates.



Interest rates may also adversely impact our delinquency and charge-off rates. Many consumer lending products bear
interest rates that fluctuate with certain base lending rates published in the market, such as the prime rate and LIBOR. As
a result, higher interest rates often lead to higher payment requirements by consumers under obligations to us and other
lenders, which may reduce their ability to remain current on their obligations to us and thereby lead to loan delinquencies
and additions to our loan loss provision, which could materially adversely affect our earnings.

We regularly monitor interest rates and have entered into interest rate derivative agreements in an effort to manage
our interest rate risk exposure. Changes in market assumptions regarding future interest rates could significantly impcict
the valuation of our derivative instruments and, accordingly, impact our financial position and results of operations. If our
hedging activities are not appropriately monitored or executed, these activities may not effectively mitigate our interest
rate sensitivity or have the desired impact on our results of operations or financial condition. For information related to
interest rate risk sensitivities, see “ — Quantitative and Qualitative Disclosures About Market Risk.”

We may be limited in our ability to pay dividends and repurchase our common stock.

We increased our quarterly common stock dividend from $0.02 per share fo $0.06 per share in the second quarter of
2011 and then to $0.10 per share in the first quarter of 2012. In addition, we approved a new two-year $1.0 billion
share repurchase program in June 2011, and repurchased 18 million shares, or approximately 3%, of our common
stock, for $425 million during the remainder of the 2011 fiscal year. The declaration and payment of future dividends, as
well as the amount thereof, are subject to the discretion of our Board of Directors. The amount and size of any future
dividends and share repurchases will depend upon our results of operations, financial condition, capital levels, cash
requirements, future prospects and other factors. In addition, banking laws and regulations and our banking regulators
may limit our ability to pay dividends and make share repurchases. For example, our ability to make capital distributions,
including our ability to pay dividends or repurchase shares of our common stock, is subject to the Federal Reserve's
review and non-objection of our annual capital plan. In certain circumstances, we will not be able to make a capital
distribution unless the Federal Reserve has approved such distribution. Further, current or future regulatory initiatives may
require us to hold more capital in the future.

For addifional information regarding capital, dividends and share repurchases, see “Business ~ Supervision and
Regulation — Capital, Dividends and Share Repurchases,” “Market for Registrant's Common Equity, Related Stockholder
Matters and Issuer Purchases of Equity Securities,” “Management's Discussion and Analysis of Financial Condition and
Results of Operations —~ Regulatory Environment and Developments — Capital and Liquidity,” “Management’s Discussion
and Analysis of Financial Condition and Results of Operations — Liquidity and Capital Resources — Capital” and Note 19:
Capital Adequacy to our consolidated financial statements. There can be no assurance that we will declare and pay any
dividends or repurchase any shares of our common stock in the future.

If our security systems, or those of merchants, merchant acquirers or other third parties containing information about
customers, are compromised, we may be subject to liability and damage to our reputation.

Our security protection measures or the security protections of third parties participating in our networks may not be
sufficient to protect the confidentiality of information relating to customers or transactions processed on our networks.
Customer data also may be stored on systems of third-party service providers and merchants whose security protections
measures may not be adequate. Third-party carriers regularly transport customer data, and may lose sensitive customer
information. Unauthorized access to our networks or any of our other information systems potentially could jeopardize
the security of confidential information stored in our computer systems or transmitted by our customers or others. As we
increase acceptance of the Discover card internationally and expand our suite of direct banking products, we may
experience additional risks related to security systems. If our security systems or those of merchants, processors or other
third-party service providers are compromised such that this confidential information is disclosed to unauthorized parties,
we may be subject fo liability. For example, in the event of a security breach, we may incur losses related to fraudulent
use of cards issued by us as well as the operational costs associated with reissuing cards. Although we take preventive
measures to address these factors, such measures are costly and may become more costly in the future. Moreover, these
measures may not protect us from liability, which may not be adequately covered by insurance, or from damage to our
repufation. :



We may be unable fo increase or sustain Discover card usage, which could impair growth in, or lead to diminishing,
average balances and total revenve.

A key element of our business strategy is to increase the usage of the Discover card by our customers, including
making it their primary card, and thereby increase our revenue from transaction and service fees and inferest income.
However, our customers’ use and payment patterns may change because of social, legal and economic factors, and
customers may decide to use debit cards or other payment products instead of credit cards, not fo increase card usage, or
to pay the balances within the grace period to avoid finance charges. We face challenges from competing card products
in our attempts to increase credit card usage by our existing customers. Our ability to increase card usage also is
dependent on customer satisfaction, which may be adversely affected by factors outside of our control, including
competitors’ actions and legislative/regulatory changes. The CARD Act limits pricing changes that may impact an account
throughout its lifecycle, which may reduce our capability to offer lower price promotions to drive account usage and
customer engagement. As part of our strategy fo increase usage, we have been increasing the number of merchants who
accept cards issued on the Discover Network. If we are unable to continue increasing merchant acceptance or fail to
improve awareness of existing merchant acceptance of our cards, our ability to grow usage of Discover cards may be
hampered. As a result of these factors, we may be unable to increase or sustain credit card usage, which could impair
growth in or lead to diminishing average balances and total revenue.

Our transaction volume is concentrated among large merchants, and a reduction in the number of, or rates paid by,
large merchants that accept cards on the Discover Network or PULSE network could materially adversely affect our
business, financial condition, results of operations and cash flows.

Discover card transaction volume was concentrated among our top 100 merchants in 2011, with our largest merchant
accounting for approximately 8% of that transaction volume. Transaction volume on the PULSE network was also
concentrated among the top 100 merchants in 2011, with our largest merchant accounting for approximately 13% of
PULSE transaction volume. These merchants could seek to negotiate better pricing or other financial incentives by
continuing fo participate in the Discover Network and/or PULSE network only on the condition that we change the ferms
of their economic participation. Loss of acceptance at our largest merchants would decrease transaction volume,
negatively impact our brand, and could cause customer attrition. At the same time, we are subject to pricing pressure
from third-party issuers, who generally have a greater ability than merchants to negotiate higher interchange fees. In
addition, some of our merchants, primarily our remaining small and mid-size merchants, are not contractually committed
to us for any period of time and may cease to participate in the Discover Network at any time on short notice.

Actual and perceived limitations on acceptance of credit cards issued on the Discover Network or debit cards issued on
the PULSE network could adversely affect the use of Discover cards by existing customers, the attractiveness of the
Discover card to prospective new customers and the interest of other financial institutions in issuing cards on the Discover
Network or the PULSE network. We may have difficulty attracting and retaining third-party issuers if we are unable fo
add and retain acquirers or merchants who accept cards issued on the Discover or PULSE networks. As a result of these
factors, a reduction in the number of, or rates paid by, our merchants could materially adversely affect our business,
financial condition, results of operations and cash flows.

We may be unable to grow earnings if we are unable to increase or maintain the number of small and mid-size
merchants that participate in the Discover Network.

In order to expond our merchant acceptance among small and mid-size merchants, we have been entering info
agreements with and have been using third-party acquirers and processors to add merchants to the Discover Network
and accept and process payments for these merchants on an integrated basis with Visa and MasterCard payments. This
strategy could result in decreased revenues, higher expenses, degraded service and signage placement levels and
retaliatory responses from competitors. There can be no assurance that the use of third-party acquirers and processors
will continue fo increase merchant acceptance among small or mid-size merchants, or that such third-party acquirers will
continue to work with us. If we are unable to confinue to increase or maintain small and mid-size merchant acceptance,
our competitive position and our ability to grow earnings could be adversely affected.



Our business, financial condition and results of operations may be adversely affected by the increasing focus of
merchants on the fees charged by credit card and debif card networks.

Merchant acceptance and fees are critical to the success of both our card issuing and payment processing businesses.
Merchants are concerned with the fees charged by credit card and debit card networks. They seek to negotiate better
pricing or other financial incentives as a condition to continued participation in the Discover Network and PULSE network.
During the past few years, merchants and their trade groups have filed numerous lawsuits against Visa, MasterCard,
American Express and their card-issuing banks, claiming that their practices toward merchants, including interchange
fees, violate federal antfitrust laws. There can be no assurance that they will not in the future bring legal proceedings
against other credit card and debit card issuers and networks, including us. Merchants also may promote forms of
payment with lower fees, such as ACH-based payments, or seek to impose surcharges at the point of sale for use of credit
or debit cards. Merchant groups have also promoted federal and state legislation that would restrict issuer practices or
enhance the ability of merchants, individually or collectively, to negotiate more favorable fees. The heightened focus by
merchants on the fees charged by credit card and debit card networks, together with the Reform Act and recent U.S.
Department of Justice settlements with Visa and MasterCard, which would allow merchants to encourage customers to use
other payment methods or cards, could lead to reduced transactions on, or merchant acceptance of, Discover Network or
PULSE network cards or reduced fees, either of which could adversely affect our business, financial condition and results
of operations.

Political, economic or other instability in a country or geographic region, or other unforeseen or catastrophic events,
could adversely affect our international business activities and reduce our revenve.

Natural disasters or other catastrophic events, including terrorist attacks, may have a negative effect on our business
and infrastructure, including our information technology systems. Our Diners Club network, concentrated on primarily
serving the global travel industry, could be adversely affected by international conditions that may result in a decline in
consumer or business fravel activity. Armed conflict, public health emergencies, natural disasters or terrorism may have @
significant negative effect on travel activity and related revenue. Although a regionalized event or condition may
primarily affect one of our network participants, it may also affect our overall network activity and our resulting revenue.
Overall network transaction activity may decline as a result of concerns about safety or disease or may be limited
because of economic conditions that result in spending on travel to decline. The impact of such events and other
catastrophes on the overall economy may also adversely affect our financial condition or results of operations.

Fraudulent activity associated with our products or our networks could cause our brands to suffer reputational
damage, the use of our products to decrease and our fraud losses to be materially adversely affected.

We are subject fo the risk of fraudulent activity associated with merchants, customers and other third parties handling
customer information. Our fraud losses were $72 million and $44 million for the years ended November 30, 2011 and
2010, respectively. Credit and debit card fraud, identity theft and related crimes are prevalent and perpetrators are
growing ever more sophisticated. Our resources and fraud prevention tools may be insufficient to accurately predict and
prevent fraud. The risk of fraud is expected to increase as we expand the acceptance of the Discover card internationally
and expand our direct-to-consumer deposit business. Our financial condition, the level of our fraud charge-offs and other
results of operations could be materially adversely affected if fraudulent activity were to significantly increase. High profile
fraudulent activity could negatively impact our brand and reputation. In addition, significant increases in fraudulent
activity could lead to regulatory intervention (such as mandatory card reissuance) and reputational and financial damage
to our brands, which could negatively impact the use of our cards and networks and thereby have a material adverse
effect on our business. Further, fraudulent activity may result in lower license fee revenue from our Diners Club licensees.

The financial services and payment services industries are rapidly evolving, and we may be unsuccessful in
introducing new products or services on a large scale in response to this evolution.

The financial services and payment services industries experience constant and significant technological changes, such
as continuing development of technologies in the areas of smart cards, radio frequency and proximity payment devices,
electronic commerce and mobile commerce, among others. The effect of technological changes on our business is
unpredictable. We depend, in part, on third parties for the development of and access to new technologies. We expect
that new services and technologies relating to the payments business will continue to appear in the market, and these new
services and technologies may be superior to, or render obsolete, the technologies that we currently use in our products
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and services. As a result, our future success may be dependent on our ability fo identify and adapt to technological
changes and evolving industry standards and to provide payment solutions for our customers, merchants and financial
institution customers.

Difficulties or delays in the development, production, testing and marketing of new products or services may be caused
by a number of factors including, among other things, operational, capital and regulatory constraints. The occurrence of
such difficulties may affect the success of our products or services, and developing unsuccessful products and services
could result in financial losses, as well as decreased capital availability. In addition, the new products and services
offered may not be attractive to consumers and merchant and financial institution customers. Also, success of a new
product or service may depend upon our ability to deliver it on a large scale, which may require a significant capital
investment that we may not be in a position to make. If we are unable to successfully infroduce and maintain new income-
generating products and services, it may impact our ability to compete effectively and materially adversely affect our
business and earnings.

We rely on third parties to deliver services. If we face difficulties managing our relationships with third-party service
providers, our revenue or results of operations could be materially adversely affected.

We depend on third-party service providers for many aspects of the operation of our business. We depend on third
parties for the timely transmission of information across our data transportation network and for other
telecommunications, processing, remittance and technology-related services in connection with our direct banking and
payment services businesses. If a service provider fails to provide the services that we require or expect, or fails to meet
contractual requirements, such as service levels or compliance with applicable laws, the failure could negatively impact
our business by adversely affecting our ability to process customers’ transactions in a timely and accurate manner,
otherwise hampering our ability to serve our customers, or subjecting us to litigation and regulatory risk. Such a failure
could adversely affect the perception of the reliability of our networks and services and the quality of our brands, and
could materially adversely affect our revenues and/or our results of operations.

We rely on fechnology fo deliver services. If key technology platforms become obsolete, or if we experience
disruptions, including difficulties in our ability to process transactions, our revenue or results of operations could be
materiolly adversely affected.

Our ability to deliver services to our customers and run our business in compliance with applicable laws and
regulations may be affected by the functionality of our technology systems. The implementation of technology changes
and upgrades to maintain current and integrated systems may, at least temporarily, cause disruptions to our business,
including, but not limited to, systems interruptions, transaction processing errors and system conversion delays, all of
which could have a negative impact on us. In addition, our transaction processing systems and other operational systems
may encountfer service interruptions at any fime due fo system or software failure, natural disaster or other reasons. Such
services could be disrupted at any of our primary or back-up facilities or our other owned or leased facilities. We also
outsource the maintenance and development of our technological functionality in many cases fo third parties, who may
experience errors or disruptions that could adversely impact us and over which we may have limited control. In addition,
there is no assurance that we will be able to sustain our investment in new technology to avoid obsolescence of critical
systems and applications. A failure to maintain current technology, systems and facilities or to control third-party risk,
could cause disruptions in the operation of our business, which could materially adversely affect our transaction volumes,
our revenues and/or our results of operations.

Merchant defaults may adversely affect our business, financial condition, cash flows and results of operations.

As an issuer and merchant acquirer in the United States on the Discover Network, and as a holder of certain merchant
agreements internationally for the Diners Club network, we may be contingently liable for certain disputed credit card
sales transactions that arise between customers and merchants. If a dispute is resolved in the customer’s favor, we will
cause a credit or refund of the amount fo be issued fo the customer and charge back the transaction to the merchant or
merchant acquirer. If we are unable to collect this amount from the merchant or merchant acquirer, we will bear the loss
for the amount credited or refunded to the customer. Where the purchased product or service is not provided until some
later date following the purchase, such as an airline ticket, the likelihood of potential liability increases. For the years
ended November 30, 2011 and 2010, we had $1.6 million and $2.3 million, respectively, of losses related to merchant
chargebacks.
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Our success is dependent, in part, upon our executive officers and other key employees. If we are unable to recruif,
retain and motivate key officers and employees to manage our business well, our business could be materially

adversely affected.

Our success depends, in large part, on our ability to retain, recruit and motivate key officers and employees to manage
our business. Our senior management team has significant industry experience and would be difficult o replace. We
believe we are in a crifical period of competition in the financial services and payments industry. The market for qualified
individuals is highly competitive, and we may not be able to attract and retain qualified personnel or candidates to
replace or succeed members of our senior management team or other key personnel. We may be subject to restrictions
under future legislation or regulation limiting executive compensation. For example, the federal banking agencies issued
guidance on incentive compensation policies at banking organizations and the Reform Act imposes additional disclosures
and restrictions on compensation. These restrictions could negatively impact our ability to compete with other companies
in recruiting and retaining key personnel and could impact our ability to offer incentives that motivate our key personnel
to perform. If we are unable to recruit, retain and motivate key personnel o manage our business well, our business could
be materially adversely affected.

Damage to our reputation could damage our business.

Recently, financial services companies have been experiencing increased reputational risk as consumers protest and
regulators scrufinize practices of such companies to maintain or increase business and revenues. Maintaining a positive
reputation is critical to our atiracting and retaining customers, investors and employees. Damage to our reputation can
therefore cause significant harm to our business and prospects. Harm to our reputation can arise from numerous sources,
including, among others, employee misconduct, litigation or regulatory outcomes, failing to deliver minimum standards of
service and quality, compliance failures, and the activities of customers and counterparties. Negative publicity regarding
us, whether or not frue, may result in customer attrition and other harm to our business prospects.

We may be unsuccessful in promoting and protecting our brands or profecting our other intellectual property, or third
parties may allege that we are infringing their intellectual property rights.

The Discover, PULSE and Diners Club brands have substantial economic and goodwill value. Our success is dependent
on our ability fo promote and protect these brands and our other intellectual property. Our ability to attract and retain
customers is highly dependent upon the external perception of our company and brands. Our brands are licensed for use
to business partners and network participants, some of whom have contractual obligations to promote and develop our
brands. The value of our brands and our overall business success may be adversely affected by actions of our business
partners and network participants that diminish the perception of our brands.

We may not be able to successfully protect our brands and our other intellectual property. If others misappropriate, use
or otherwise diminish the value of our intellectual property, our business could be adversely affected. In addition, third
parties may allege that our marketing, processes or systems may infringe their intellectual property rights. Given the
potential risks and uncertainties of such claims, our business could be adversely affected by having to pay significant
monetary damages or licensing fees and we may have fo alter our business practices.

Acquisitions or strategic investments that we pursue may not be successful and could disrupt our business, harm our
financial condition or reduce our earnings.

We may consider or undertake strategic acquisitions of, or material investments in, businesses, products, porifolios of
loans or technologies, such as our recent private student loan acquisitions. We may not be able to identify suitable
acquisition or investment candidates, or even if we do identify suitable candidates, they may be difficult to finance,
expensive to fund and there is no guarantee that we can obtain any necessary regulatory approvals or complete the
transactions on terms that are favorable fo us. We generally must receive federal regulatory approvals before we can
acquire a bank, bank holding company, deposits or certain assets or businesses. For additional information regarding
bank regulatory limitations on acquisitions and investments, see “Business — Supervision and Regulation — Acquisitions
and Investments.” To the extent we pay the purchase price of any acquisition or investment in cash, it would reduce our
cash balances and regulatory capital, which may have an adverse effect on our financial condition; similarly, if the
purchase price is paid with our stock, it would be dilutive to our stockholders. In addition, we may assume liabilities
associated with a business acquisition or investment, including unrecorded liabilities that are not discovered at the time of
the fransaction, and the repayment of those liabilities may have an adverse effect on our financial condition.
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We may not be able to successfully integrate the personnel, operations, businesses, products, or technologies of an
acquisition or investment. Integration may be particularly challenging if we enter into a line of business in which we have
limited experience and the business operates in a difficult legal, regulatory or competifive environment. We may find that we
do not have adequate operations or expertise fo manage the new business. The integration of any acquisition or investment
may divert management's time and resources from our core business, which could impair our relationships with our current
employees, customers and strategic partners and disrupt our operations. Acquisitions and investments also may not perform
to our expectations for various reasons, including the loss of key personnel, customers or vendors. If we fail to infegrate
acquisitions or investments or realize the expected benefits, we may lose the return on these acquisitions or investments or
incur additional fransaction costs, and our business and financial condition may be harmed as a result.

Laws, regulations, and supervisory guidance and practices, or the application thereof, may adversely affect our
business, financial condition and results of operations. :

We must comply with an array of banking and consumer lending laws and regulations in all of the jurisdictions in which
we operate. As a bank holding company, we are subject to oversight, regulation and examination by the Federal Reserve,
including scrutiny of our risk management program; business sirategy, earnings, capital and cash flow; anti-money
laundering program; and examination of our non-bank businesses, including Discover Network, PULSE and Diners Club,
and their relationships with our banking subsidiaries. Our banking subsidiaries are subject to regulation and regular
examinations by the FDIC and the Delaware Bank Commissioner. We are also now subject o regulation and regular
examination by the CFPB. To the extent that states enact requirements that differ from federal standards or state officials and
courts adopt interpretations of federal consumer laws that differ from those adopted by the CFPB, we may face increased
inquiries and enforcement actions from state attorney general offices. In addifion, we are subject to regulafion by the Federal
Trade Commission, state banking regulators and the U.S. Department of Justice, as well as the SEC and New York Stock
Exchange in our capacity as a public company. In addition, as our payments business has expanded globally through the
acquisition of Diners Club, we are subject to government regulation in countries in which our networks operate or our cards
are used, either directly or indirectly through regulation affecting Diners Club network licensees.

From time fo time, these regulations and regulatory agencies have required us to alter certain of our operating
practices, and may require us to do the same in the future. Our ability fo execute our business strategies through
acquisitions or the introduction of new products or pricing may be impaired or delayed as a result of regulatory review or
failure to obtain required regulatory approvals. Various federal and state regulators have broad discretion to impose
restrictions and requirements on our company, subsidiaries and operations, including restrictions on capital actions such
as increasing dividends. U.S. federal laws, such as the CARD Act, and state consumer protection laws and rules, limit the
manner and ferms on which we may offer and extend credit. We have had class action lawsuits filed against us alleging
that we have violated various federal and state laws, such as the Truth in Lending Act and the Telephone Consumer
Protection Act. We are subject to capital, funding and liquidity requirements prescribed by statutes, regulations and
orders, including initiatives under the Reform Act and Basel il that will require us to hold higher levels of capital to
support our businesses. We are also subject to the requirements of accounting standard setters and those who interpret
the accounting standards (such as the FASB, the SEC, banking regulators and our independent registered public
accounting firm), who may add new requirements or change their interpretations on how standards should be applied,
potentially materially impacting how we record and report our financial condition and results of operations. We are also
subject to FDIC increases in deposit insurance assessments or additional special assessments, which could adversely affect
our results of operations and financial condition. The Reform Act has removed the statutory cap for the reserve ratio,
leaving the FDIC free to set a cap in the future.

In addition, regulation of the payments industry, including regulation applicable to us, merchant acquirers and our
other business partners and customers, has expanded significantly in recent years. The Reform Act includes provisions
governing debit and credit card network businesses. In addition, various U.S. federal and state regulatory agencies and
state legislatures have considered new legislation or regulations relating fo restrictions regarding fees and interchange
charged to merchants and acquirers, as well as additional charges for premium payment card transactions, and other
restrictions related fo identity theft, privacy, data security and marketing that could have a direct effect on us and our
merchant and financial institution customers. In addition, the payments industry is the subject of increasing global
regulatory focus, which may result in costly new compliance burdens being imposed on us and our customers and lead to
increased costs and decreased payments volume and revenues. We, our Diners Club licensees and Diners Club customers
are subject o regulations that affect the payments industry in many countries in which our cards are used.
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Failure to comply with laws and regulations could lead to adverse consequences such as financial, structurdl,
reputational and operational pendilties, including receivership, litigation exposure and fines. Legislative and regulatory
changes could impact the profitability of our business activities, require us to limit or change our business practices, and
expose us to additional costs (including increased compliance costs). Significant changes in laws and regulations may
have a more adverse effect on our results of operations than on the results of our larger, more diversified competitors. For
additional recent legislative and regulatory developments that may affect our business, see “Management's Discussion
and Analysis of Financial Condition and Results of Operations — Regulatory Environment and Developments.”

Current and proposed regulation addressing consumer privacy and data use and security could inhibit the number of
payment cards issued and increase our costs.

Regulatory pronouncements relating o consumer privacy, data use and security affect our business. In the United
States, we are subject to a number of laws concerning consumer privacy and data use and security. We are subject to the
Federal Trade Commission’s and the banking regulators’ information safeguard rules under the Gramm-Leach-Bliley Act.
The rules require that financial institutions (including us) develop, implement and maintain a written, comprehensive
information security program containing safeguards that are appropriate to the financial institution’s size and complexity,
the nature and scope of the financial institution’s activities, and the sensitivity of any customer information at issue. The
United States has experienced a heightened legislative and regulatory focus on privacy, data security, including requiring
consumer notification in the event of a data breach. In addition, most states have enacted security breach legislation
requiring varying levels of consumer notification in the event of certain fypes of security breaches, and several other states
are considering similar legislation.

Regulation of privacy, data use and security may cause an increase in the costs to issue payment cards and/or may
decrease the number of our cards that we or third parties issue. New regulations in these areas may also increase our
costs to comply with such regulations, which could negatively impact our earnings. In addition, failure to comply with the
privacy and data use and security laws and regulations fo which we are subject, including by reason of inadvertent
disclosure of confidential information, could result in fines, sanctions, penalties or other adverse consequences and loss of
consumer confidence, which could materially adversely affect our results of operations, overall business and reputation.

Litigation and regulatory actions could subject us to significant fines, penalties and/or requirements resulting in
increased expenses.

Businesses in the credit card industry have historically been subject to significant legal actions, including class action
lawsuits and commercial, shareholder and patent litigation. Many of these actions have included claims for substantial
compensatory, statutory or punitive damages. For example, we currently have a class action lawsuit pending against us
alleging violations of the Telephone Consumer Protection Act, which prohibits contacting customers on their cellular
telephones without their express consent, and provides for significant statutory damages ($500 for each violation and
$1,500 for willful violations). While we have historically relied on our arbitration clause in agreements with customers to
limit our exposure to consumer class action litigation, there can be no assurance that we will continue to be successful in
enforcing our arbitration clause in the future. Legal challenges to the enforceability of these clauses have led most card
issuers and may cause us fo discontinue their use. There are bills pending in Congress fo directly or indirectly prohibit the
use of pre-dispute arbitration clauses and the Reform Act authorized the CFPB to limit or ban pre-dispute arbitration
clauses. Further, we are involved in pending legal actions challenging our arbitration clause. In addition, we may be
involved in various actions or proceedings brought by governmental regulatory agencies in the event of noncompliance
with laws or regulations, which could harm our reputation, require us to limit our business activities or subject us to
significant fines, penalties or other requirements, resulting in increased expenses. See Note 21: Lifigation and Regulatory
Matters for information regarding current matters.



&5

i Mote Regarding Forward-Looking Stofements

This annual report on Form 10-K and materials we have filed or will file with the SEC (as well as information included
in our other written or oral statements) contain or will contain certain statements that are forward-looking within the
meaning of the Private Securities Lifigation Reform Act of 1995. These statements are not guarantees of future
performance and involve certain risks, uncertainties and assumptions that are difficult to predict. Actual outcomes and
results may differ materially from those expressed in, or implied by, our forward-looking statements. Words such as
“expects,” “anticipates,” “believes,” “estimates” and other similar expressions or future or conditional verbs such as
“will,” “should,” “would” and “could” are intended to identify such forward-looking statements. You should not rely solely
on the forward-looking statements and should consider all uncertainties and risks throughout this annual report on

Form 10-K, including those described under “Risk Factors.” The statements are only as of the date they are made, and we
undertake no obligation to update any forward-looking statement.

Possible events or factors that could cause results or performance to differ materially from those expressed in our
forward-looking statements include the following:

* changes in economic variables, such as the availability of consumer credit, the housing market, energy costs, the
number and size of personal bankruptcy filings, the rate of unemployment, the levels of consumer confidence and
consumer debt, and investor sentiment;

e the impact of current, pending and future legislation, regulation, supervisory guidance, and regulatory and legal
actions, including those related to financial regulatory reform, consumer financial services practices, and funding,
capital and liquidity;

e the actions and initiatives of current and potential competitors;

* our ability fo manage our expenses;

* our ability to successfully achieve full card acceptance across our networks and maintain relationships with network
participants;

* our ability to sustain and grow our private student loan portfolio;

* our ability to manage our credit risk, market risk, liquidity risk, operational risk, legal and compliance risk, and
strategic risk;

e the availability and cost of funding and capital;

® access to deposit, securitization, equity, debt and credit markets;

e the impact of rating agency actions;

¢ the level and volatility of equity prices, commodity prices and interest rates, currency values, investments, other
market fluctuations and other market indices;

® losses in our investment portfolio;

* limits on our ability to pay dividends and repurchase our common stock;

e fraudulent activities or material security breaches of key systems;

* our ability to increase or sustain Discover card usage or aftract new customers;

* our ability to aftract new merchants and maintain relationships with current merchants;

¢ the effect of political, economic and market conditions, geopolitical events and unforeseen or catastrophic events;
* our ability fo introduce new products or services;

e our ability fo manage our relationships with third-party vendors;

e our ability fo maintain current technology and integrate new and acquired systems;

® our ability fo collect amounts for disputed transactions from merchants and merchant acquirers;
* our ability to attract and retain employees;

* our ability fo protect our reputation and our intellectual property;

e difficulty obtaining regulatory approval for, financing, closing, transitioning, integrating or managing the expenses
of acquisitions of or investments in new businesses, products or fechnologies; and

* new lawsuits, investigations or similar matters or unanticipated developments related to current matters.
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We routinely evaluate and may pursue acquisitions of or investments in businesses, products, technologies, loan
portfolios or deposits, which may involve payment in cash or our debt or equity securities.

The foregoing review of important factors should not be construed as exclusive and should be read in conjunction with
the other cautionary statements that are included in this annual report on Form 10-K. These factors expressly qualify all
subsequent oral and written forward-looking statements atiributable to us or persons acting on our behalf. Except for any
ongoing obligations to disclose material information as required under U.S. federal securities laws, we do not have any
intention or obligation to update forward-looking statements after we distribute this annual report on Form 10-K, whether
as a result of new information, future developments or otherwise.

ltem 1B. Unresolved Staff Comments
None.

ltem 2. Properties

We have nine principal properties located in eight states in the United States. As of January 20, 2012, we owned four
principal properties, which included our corporate headquarters, two call centers and a processing center, and we leased
five principal properties, which included two call centers, our PULSE headquarters, and two SLC offices. The call centers,
processing center and SLC offices largely support our Direct Banking segment, the PULSE headquarters is used by our
Payment Services segment, and our corporate headquarters is used by both our Direct Banking and Payment Services
segments. Both our call centers and processing center are operating at and being utilized to a reasonable capacity and
we believe our principal facilities are both suitable and adequate to meet our current and projected needs. We also have
nine leased offices, seven of which are located outside the United States, that are used fo support our Diners Club
operations, and one leased office that supports our Direct Banking segment.

ltem 3. Legal Proceedings
For a description of legal proceedings, see Note 21: Lifigation and Regulatory Matters to our consolidated financial
statements.

ltem 4. (Removed and Reserved)
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PARTI. | ltem 5. Market for Registrant’'s Common Equity, Related Stockholder Matters and Issuer
Purchases of Equity Securities

Common Stock Market Prices and Dividends
Our common stock began trading “regular way” on the New York Stock Exchange (“NYSE”) (ticker symbol DFS) on
July 2, 2007. The approximate number of record holders of our common stock as of January 20, 2012 was 76,673.

The following table sets forth the quarterly high and low sales prices of a share of our common stock as reported by the
NYSE and the cash dividends we declared per share of our common stock during the quarter indicated:

M ___S'OC_kPriL Cash Dividends
2010 High Low Declared
FEBIUGTY 28 ...ttt ettt ettt b bt es s sttt es et es et se st st e s e s et e ene et e s eaeeeeeneneene $16.78 $12.58 $0.02
MY BT ettt et s et e b e e e as s ent e a e s ea e bt e tte s ta e bt e seeeenee s e e e e ea e e et e et e e e e eeeeenaens $16.59 $12.61 $0.02
AUGUSE T ottt e e e e e e te e e b et e e et be e e te e eaat s e e tes e eaae e arae e et e seteeeenee e nnesenneseeneesan $15.78 $12.11 $0.02
INGVEMBET 30 ...ttt ettt ettt ettt ettt e e e es e e et et esere e e e e et eeee e ees e s e e e et e e e s s esnreeenn $19.16 $14.65 $0.02
20N

FEDIUGIY 28 ...ttt ettt ettt ettt e s et e s es ettt e s eae e e r e et enseeraes $22.04 $17.86 $0.02
MAY BT ettt et sttt e b e e s et bRt ettt e bt et e en e e et e et sa e et e easeesaeteeee et eneareenean $25.76 $20.96 $0.06
AUGUSE BT oo eeeeeeees et e oo $27.92  $20.51 $0.06
INOVEMBEE 30 ........eeeeeeeee ettt ettt e et et e e et eme et et eee et eneeae e e eeseeesseseseemsees et e s e e et e ene e ee oo $27.32 $21.44 $0.06

In the second quarter of 2011, we increased our quarterly common stock dividend from $.02 per share to $.06 per
share and maintained a $.06 per share dividend in each of the third and fourth quarters of 2011. In the first quarter of
2012, we increased our dividend to $.10 per share. Although we expect fo continue our policy of paying regular cash
dividends, we cannot assure that we will do so in the future. For more information, including conditions and limits on our
ability to pay dividends, see “Business — Supervision and Regulation — Capital, Dividends and Share Repurchases,”

“Risk Factors — We may be limited in our ability to pay dividends and repurchase our common stock,” “Management's
Discussion and Analysis of Financial Condition and Results of Operations — Regulatory Environment and Developments —
Capital and Liquidity,” “Management’s Discussion and Analysis of Financial Condition and Results of Operations ~
Liquidity and Capital Resources — Capital” and Note 19: Capital Adequacy to our consolidated financial statements.
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issuer Purchases of Equity Securities
The table below sets forth information regarding purchases of our common stock related to our share repurchase
program and employee transactions that were made by us or on our behalf during the three months ended

November 30, 2011.

Total Number
of Shares
Purchased as Maximum Dollar
Total Part of Publicly  Value of Shares that
Number of  Average Announced may yet be
Shares  Price Paid Plan or purchased under the
Period Purchased  Per Share Program Plan or Programs!!)
September 1 - 30, 2011
Repurchase Programill..........c.ccouiiieeeerrnieis e et sbenens 3,216,673 $24.09 3,216,673 $724,840,266
Employee fransactions2) ..........cc.ceiuiiiireriieie et 658  $25.14 N/A N/A
October 1 - 31, 2011
Repurchase programil........ 6,421,601 $23.28 6,421,601 $575,325,815
Employee transactions(?! — $ — N/A N/A
November 1 - 30, 2011
Repurchase programil)..........ccoeiiririeiieieieeieeei et — $ — — $575,325,815
Employee transactionsi2 321 $24.61 N/A N/A
Total
Repurchase programil)..........c.cccvriiirieueririeecenicnees et een e 9,638,274 $23.55 9,638,274 $575,325,815
Employee transactions(2) ...........ccoeviurueieieriiiinieirereeetiiesesesese s et esaese s sreseneeas 979  $24.97 N/A N/A

(1)  OnlJune 15, 2011, our board of directors approved and we announced a share repurchase program authorizing the repurchase of up to $1 billion of our
outstanding shares of common stock. This share repurchase program expires on June 14, 2013 and may be terminated at any fime.

{2) Reflects shares withheld {under the ferms of grants under employee stock compensation plans) to offset tax withholding obligations that occur upon the
delivery of outstanding shares underlying restricted stock units or upon the exercise of stock options.



Stock Performance Graph

The following graph compares the cumulative total stockholder return (rounded to the nearest whole dollar) of our
common stock, the S&P 500 Stock Index and the S&P 500 Financials Index for the period from July 2, 2007 through
November 30, 2011. The graph assumes an initial investment of $100 on July 2, 2007, the date we began “regular
way” trading on the NYSE following our spin-off. The cumulative returns include stock price appreciation and assume full
reinvestment of dividends. This graph does not forecast future performance of our common stock.

$100.00 -
$80.00 |
$60.00 - —8— Discover Financial Services
—&— S&P 500 Index
$40.00 - —a— S&P 500 Financials Index
$20.00
$0.00 T T T T T 1
July 2, November 30, November 30, November 30, November 30, November 30,
2007 2007 2008 2009 2010 2011
Discover S&P S&P 500
Financial 500 Financials
Services  Index Index
JULY 2, 2007 ..ottt ettt ettt ettt et e et et e e e eenen et et e e aner e neeerese e rarersereneaen $100.00 $100.00 $100.00
INOVEMBEE 30, 2007 ......ociiuieieieiiieeiet ettt etes e eae et eaeeeeeeetesee s ete st enserseesmtsasessesessess s essoseetenesesseseseenesessssentensseenn $ 6314 $ 9748 § 84467
November 30, 2008 ...........oouieieeeeeeeeeeeeeeee e eeee et et ee et e retere e reresesesenesees e senrens e tataraaaaeieera e nnnarn—ietenaenn $ 3689 § 5899 $ 34.40
November 30, 2009 ............ e eeettterra e ereareeteteerattantaratay ——,_a—_—]eaerereeeetnnaaaareaeaseebetetnnn e o seaseeeetetaneannnnnanan $ 5663 $ 72.11 $ 40.11
NOVEMDEE 30, 2010 ..ottt ettt s e et et e e e e e e s e et e e aeentse et st et seneaserasemsenssteeseseesesseeees $ 6731 $77.70 $ 39.52
NOVEMBEr 30, 20T T ...ttt ettt st s e e e et e et e s e et e erseneeeeeseseeseseeseneaneseseseseseeseseesessensaes $ 8826 $ 8207 $ 3511

ltem 6. Selected Financial Data

The following table presents our selected financial data and operating statistics. The statement of income data for each
of the years in the three-year period ended November 30, 2011 and the statement of financial condition data as of
November 30, 2011 and 2010 have been derived from our audited consolidated financial statements included elsewhere
in this annual report on Form 10-K. The statement of financial condition data as of November 30, 2009 and 2008, and
the statement of income data for the year ended November 30, 2008 have been derived from audited consolidated
financial statements not included elsewhere in this annual report on Form 10-K.



The selected financial data shown below for the year ended November 30, 2010 reflects a change in accounting
principle as a result of the consolidation of the securitization trusts, which is more fully described in Note 2: Change in
Accounting Principle to our consolidated financial statements. Selected financial data shown below for historical periods
prior to December 1, 2009 have not been retrospectively adjusted to reflect the change in accounting principle and
therefore continue fo reflect the accounting standards that were applicable during those historical periods.

Discover Financial Services
Selected Financial Data

For the Years Ended November 30,
20110 20100 2009 2008 2007

{dollars in thousands, except per share amounts}

Statement of Income Data:
INHErESE IMCOME vttt ettt e e e ee e v s anns $ 6,345,139 $ 6,146,218 $ 3,145,080 $ 2,692,563 $ 2,584,402
Inferest eXpense.........cccouiviiriiiiiii s 1,484,552 1,582,988 1,251,284 1,288,004 1,223,270
Net inferest INCOME ........ceoeieiiiiiiicieiiir it e e s 4,860,587 4,563,230 1,893,796 1,404,559 1,361,132
Other INCOMEIZ! ...t ee s 2,205,174 2,094,999 4,840,595 4,264,458 3,376,682
Revenue net of inferest EXPENSe ... ....cecvrervereeresrirerinerereissenesinienens 7,065,761 6,658,229 6,734,391 5,669,017 4,737,814
Provision for loan losses 1,013,350 3,206,705 2,362,405 1,595,615 733,887
Other expense.............cccuvee... 2,541,167 2,182,665 2,251,088 2,415,797 2,478,214
Income before income tax XpENSe ............vvecrriririirnenc e 3,511,244 1,268,859 2,120,898 1,657,605 1,525,713
INCOME FAX BXPENSE....cooiiiiiiiieiiieiiee et e e stan e e e 1,284,536 504,071 844,713 594,692 561,514
Income from continuing OPErations ..............cccoeereeeerinrieremseeseernennns 2,226,708 764,788 1,276,185 1,062,913 964,199
Loss from discontinued operations, net of fax(3.................ccoerennninn — — — {135,163) (375,569)
Net incomel2) ... .....oooiiiiiiiiiiii et eeeee e $ 2,226,708 $ 764,788 $ 1,276,185 $ 927,750 $ 588,630
Net income allocated to common stockholders..............ccoovieieenininn. $ 2,201,759 $ 667,938 $ 1,206965 $§ 910510 $§ 572,480
Statement of Financial Condition Data (as of):
Loan receivablestl ..........oceveriiie et ceee et v er e $57,336,935 $48,836,413 $23,625,084 $25,216,611 $20,831,117
TOMGl @SSEES ...vvvevevieeis ettt et et n e a b et nr s e senees $68,783,937 $60,784,968 $46,020,987 $39,892,382 $37,376,105
Total stockholders’ equity ........cvvvviercvrrieririicrirecce e $ 8,242,211 $ 6,456,846 $ 8,435,547 $ 5,915,823 $ 5,599,422
Allowance for loan Josses. .........veviiiiiiei e $ 2,205,196  $ 3,304,118 $ 1,757,899 $ 1,374,585 § 759,925
Long-term borrowings ........cc.oeueerreniiinieeinei e $18,287,178 $17,705,728 $ 2,428,101 $ 1,735,383 $ 2,134,093
Per Share of Common Stock:
Basic EPS from continuing operations........ $ 406 § 123§ 239 $ 218 § 1.99
Diluted EPS from continuing operations e $ 406 $ 122§ 238 § 218 § 1.98
Weighted average shares outstanding (000's)(3)..........coocvvveernnnnn. 541,813 544,058 504,540 479,335 477,328
Weighted average shares outstanding (fully diluted) (0007s) ......... 542,626 548,760 507,907 479,357 477,988
Cash dividends dedlared............ooviiiiimieeeeeeeeeeeeeeeee e $ 020 § 008 § 012 § 024 § 0.06
Dividend payout FGHO. ........cvovivruerrereeeanrireseseercrsensssseaeseresenenane 4.92% 6.52% 5.02% 11.01% 3.02%
Ratios:
Return on average equity ........cccooriiiiieiiiciiec i 30% 12% 17% 16% 10%
Return on average assets ...........covvvereeiiiiieenneeenneeiieeenns e 3% 1% 3% 3% 2%
Average stockholders’ equity to average total assets..........cc..oeeveunne.. 12% 11% 18% 15% 15%

{1} Amounts as of and for the years ended November 30, 2011 and 2010 include securitized loans as « result of the consclidation of the securitization trusts
related to a change in accounting principle on December 1, 2009. Amounts prior fo December 1, 2009 do not include securitized loans.

{2}  The years ended November 30, 2009 and 2008 include $1.9 billion pretax ($1.2 billion after tax) and $0.9 billion pretax ($0.5 billion after tax},
respectively, of income related to the Visa and MasterCard anfitrust litigation setflement, which is included in our Direct Banking segment.

(3) 2007 includes a $391 million pretax ($279 million after tax) non-cash impairment charge to write-down the intangible assets and goodwill of the Goldfish
business, which was sold on March 31, 2008.

{(4) 2011 includes $3.1 billion of student loan receivables acquired with the SLC acquisition and $2.4 billion of student loan receivables acquired from Citibank,
N.A.

(5} On June 30, 2007, Morgan Stanley distributed to Morgan Stanley stockholders one share of our common stock for every two shares of Morgan Stanley
common stock held on June 18, 2007. As a result, on July 2, 2007, we had 477,235,927 shares of common stock outstanding and this share amount is
being utilized for the calculation of basic earnings per share (“EPS”) for all periods presented prior to the date of the spin-off. For all periods prior to the
spin-off date, the same number of shares is being used for diluted EPS as for basic EPS as none of our common stock was fraded prior to July 2, 2007 and
none of our equity awards were outstanding for the prior periods.



The loan receivables information shown below is provided on both a GAAP basis and a “non-GAAP as-adjusted”
basis. The non-GAAP as-adjusted basis assumes that the trusts used in our securitization activities were consolidated into
our financial results and excludes from results income received in connection with the antitrust litigation settlement in 2009
and 2008. For an explanation as to why management believes that the non-GAAP as-adjusted numbers are useful to
investors and for a reconciliation of these numbers, see “Management's Discussion and Analysis of Financial Condition
and Results of Operations — Reconciliations of GAAP to Non-GAAP As-Adjusted Data.”

For the Years Ended November 30,

2011 2010 2009 2008 2007
{dollars in thousands)

Selected Statistics:
Total Loan Receivables
GAAP information:
Loan receivables ........cveieieeieiieeecieeeeee ettt $57,336,935  $48,836,413  $23,625,084  $25,216,611 $20,831,117
Average loan receivables..... $52,942,622  $49,909,187  $26,552,574  $21,348,493  $19,947,784
Interest yield .......cooeevviririnnens 11.85% 12.20% 11.31% 10.89% 10.73%
Net principal charge-off rate 3.99% 7.57% 7.45% 4.59% 3.40%
Delinquency rate {over 30 days)........c.cooeuererririecenneencirenenees 2.30% 3.89% 4.92% 4.35% 3.26%
Delinquency rate {over 90 days)........c.coeeurmereurirucririrncreirieeenene 1.14% 2.04% 2.58% 2.06% 1.51%
Non-GAAP as-adjusted information:
Loan receivables — Non-GAAP as-adjusted.............cocoereerrrirciiinnnne N/A N/A  $50,854,146  $51,095,278  $48,180,436
Average loan receivables — Non-GAAP as-adjusted .. N/A N/A  $51,130,117  $49,011,148  $46,913,474
Interest yield — Non-GAAP as adjusted..............cccec.... N/A N/A 12.40% 12.59% 12.65%
Net principal charge-off rate — Non-GAAP as-adjusted ....... N/A N/A 7.77% 5.01% 3.83%
Delinquency rate {over 30 days) — Non-GAAP as-adjusted................. N/A N/A 5.31% 4.56% 3.58%
Delinquency rate {over 90 days) — Non-GAAP as-adjusted................. N/A N/A 2.78% 2.17% 1.67%
Total Credit Card Loan Receivables
GAAP information
Credit card loan receivables .............ooooooivieieeeeeeeeeee $46,638,625  $45,156,994  $20,230,302  $23,814,307  $20,579,923
Average credit card loan receivables..............ccooceveeiieiiienennn, $45,204,829  $45,616,791 $24,266,782  $20,566,864  $19,845,880
Interest yield ........ccocoieirieieeee e 12.51% 12.79% 11.69% 10.92% 10.75%
Net principal charge-off rate 4.50% 8.08% 7.87% 4.73% 3.41%
Delinquency rate {over 30 days}........ceevreerreirirreeieiiereseeereeeenes 2.39% 4.06% 5.52% 4.55% 3.28%
Delinquency rate {over 90 days).........covrirerereirrrieierrirreeeerenens 1.20% 2.12% 2.92% 2.16% 1.53%
Non-GAAP as-adjusted information:
Credit card loan receivables — Non-GAAP as-adjusted................. N/A N/A  $47,459,364  $49,692,974  $47,929,242
Average credit card loan receivables — Non-GAAP as-adjusted ........... N/A N/A  $48,844,325  $48,229,519  $46,811,570
Interest yield — Non-GAAP as-adjusted ...........c.cococcvvviininrinnnne. N/A N/A 12.63% 12.63% 12.66%
Net principal charge-off rate — Non-GAAP as-adjusted N/A N/A 8.00% 5.07% 3.84%
Delinquency rate (over 30 days) — Non-GAAP as-adjusted.... N/A N/A 5.60% 4.66% 3.59%
Delinquency rate (over 90 days) — Non-GAAP as-adjusted................. N/A N/A 2.94% 2.22% 1.68%
Personal loans
GAAP information
Personal loan receivables............ccooeiiiiiiiciiieci e, $ 2,648,051 $ 1,877,633 $ 1,394,379 $ 1,028,093 $ 165529
Average personal loan receivables .. $ 2,228,226 $ 1,592,661 $ 1,223,841 $ 620,446 $ 25,335
Interest yield ...........ccoeiiiiiiccc e 11.94% 11.41% 11.38% 11.57% 10.81%
Net principal charge-off rate ..........ccevieiriircee e, 3.02% 572% 5.53% 1.19% 3.43%
Delinquency rate (over 30 days)... 0.87% 1.57% 2.17% 1.06% 0.28%
Delinquency rate {over 90 days)... 0.28% 0.57% 0.71% 0.25% 0.07%
Private Student Loans (excluding PCI)
GAAP information
Private student loan receivables.................ocoooooeiii $ 2,069,001 $ 999322 $ 579679 $ 132,180 § 8,440
Average private student loan receivables..... $1,637260 $§ 826807 $§ 363985 $ 42,951 $ 1,797
Interest yield ........coooerrrierrerirrecneeene 7.04% 5.75% 4.73% 5.85% 6.07%
Net principal charge-off rate ....... 0.48% 0.33% 0.05% 0.01% —%
Delinquency rate {over 30 days)..........cccceurumrureinerrecirnnneninnnnecnens 0.63% 0.50% 0.13% 0.09% 1.05%
Delinquency rate {over 90 days)........cccoeivrrrinieiririeriire e, 0.14% 0.14% 0.03% — % 0.51%

(1) Amounts as of and for the years ended November 30, 2011 and 2010 include securitized loans as a result of the consolidation of the securitization trusts
related to a change in accounting principle on December 1, 2009. Amounts under “GAAP information” prior to December 1, 2009 do not include

securitized loans.



ltem 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations

The following discussion and analysis of our financial condition and results of operations should be read in conjunction
with our audited consolidated financial statements and related notes included elsewhere in this annual report on
Form 10-K. Some of the information contained in this discussion and analysis constitutes forward-looking statements that
involve risks and uncertainties. Actual results could differ materially from those discussed in these forward-looking
statements. Factors that could cause or contribute to these differences include, but are not limited to, those discussed
below and elsewhere in this annual report on Form 10-K particularly under “Risk Factors” and “Special Note Regarding
Forward-Looking Statements,” which immediately follows “Risk Factors.” Unless otherwise specified, references to Notes
to our consolidated financial statements are to the Notes to our audited consolidated financial statements as of
November 30, 2011 and 2010 and for the three-year period ended November 30, 2011.

Introduction and Overview

Discover Financial Services is a direct banking and payment services company. Through our Discover Bank subsidiary,
we offer our customers credit cards, student loans, personal loans and deposit products. Through our DFS Services LLC
subsidiary and its subsidiaries, we operate the Discover Network, the PULSE Network (“PULSE”) and Diners Club
International (“Diners Club”). The Discover Network is a payment card transaction processing network for Discover card-
branded and third-party issued credit, debit and prepaid cards. PULSE operates an electronic funds transfer network,
providing financial institutions issuing debit cards on the PULSE Network with access to ATMs domestically and
internationally, as well as point of sale terminals at retail locations throughout the U.S. for debit card transactions. Diners
Club is a global payments network of licensees, which are generally financial institutions, that issue Diners Club branded
credit cards and/or provide card acceptance services. Our fiscal year ends on November 30 of each year.

Our primary revenues consist of interest income earned on loan receivables and fees earned from customers,
merchants and issuers. The primary expenses required fo operate our business include funding costs (inferest expense),
loan loss provisions, customer rewards, and expenses incurred to grow, manage and service our loan receivables and
networks. Our business activities are funded primarily through consumer deposits, securitization of loan receivables and
the issuance of both secured and unsecured debt.

Change in Accounting Principle Related to Off-Balance Sheet Securitizations

Beginning with the first quarter 2010, we have included the trusts used in our securitization activities in our
consolidated financial results in accordance with the Financial Accounting Standards Board (“FASB”) Statement of
Financial Accounting Standards No. 166, Accounting for Transfers of Financial Assets — an amendment of FASB
Statement No. 140 (“Statement No. 166"} (codified under the FASB Accounting Standards Codification {“ASC”)
Section 860, Transfers and Servicing) and Statement of Financial Accounting Standards No. 167, Amendments to FASB
Inferpretations No. 46(R) (“Statement No. 167") (codified under ASC Section 810, Consolidation), which were effective
for us on December 1, 2009, the beginning of our 2010 fiscal year.

Under Statement No. 166, the trusts used in our securitization transactions are no longer exempt from consolidation.
Statement No. 167 prescribes an ongoing assessment of our involvement in the activities of the trusts and our rights or
obligations to receive benefits or absorb losses of the trusts that could be potentially significant in order to determine
whether those entities will be required to be consolidated in our financial statements. Based on our assessment, we
concluded that we are the primary beneficiary of the Discover Card Master Trust | {(“DCMT”) and the Discover Card
Execution Note Trust (“DCENT”) (the “trusts”) and accordingly, we began consolidating the trusts on December 1, 2009.
Using the carrying amounts of the trust assets and liabilities as prescribed by Statement No. 167, we recorded a
$21.1 billion increase in total assets, a $22.4 billion increase in total liabilities and a $1.3 billion decrease in
stockholders’ equity (comprised of a $1.4 billion decrease in retained earnings offset by an increase of $0.1 billion in
accumulated other comprehensive income). The significant adjustments to our statement of financial condition upon
adoption of Statements No. 166 and 167 are outlined below:

¢ Consolidation of $22.3 billion of securitized loan receivables and the related debt issued from the trusts to third-
party investors;

* Reclossification of $4.6 billion of certificated retained interests classified as investment securities to loan receivables;

* Recording of a $2.1 billion allowance for loan losses, not previously required under GAAP, for the newly
consolidated and reclassified credit card loan receivables;
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e Derecognition of the remaining $0.1 billion value of the interest-only strip receivable, net of tax, recorded in
amounts due from asset securitization and reclassification of the remaining $1.6 billion of amounts due from asset
securitization fo restricted cash, loan receivables and other assets; and

e Recording of net deferred tax assets of $0.8 billion, largely related to establishing an allowance for loan losses on
the newly consolidated and reclassified credit card loan receivables.

Beginning with the first quarter 2010, our results of operations no longer reflect securitization income, but instead
report interest income, net charge-offs and certain other income associated with all securitized loan receivables and
interest expense associated with debt issued from the trusts to third-party investors in the same line items in our results of
operations as non-securitized credit card loan receivables and corporate debt. Additionally, we no longer record initial
gains on new securifization activity since securitized credit card loans no longer receive sale accounting treatment. Also,
there are no gains or losses on the revaluation of the inferest-only strip receivable as that asset is not recognizable in a
transaction accounted for as a secured borrowing. Because our securitization transactions are being accounted for under
the new accounting rules as secured borrowings rather than asset sales, the cash flows from these transactions are
presented as cash flows from financing activities rather than as cash flows from operating or investing activities.
Notwithstanding this accounting treatment, our securitizations are structured fo legally isolate the receivables from
Discover Bank, and we would not expect to be able fo access the assets of our securitization trusts, even in insolvency,
receivership or conservatorship proceedings. We do, however, continue to have the rights associated with our retained
interests in the assets of these trusts.

Reconciliations of GAAP fo Non-GAAP As-Adjusted Data

To enable the reader to better understand our financial information by reflecting period-over-period data on
consistent basis, Management's Discussion and Analysis of Financial Condition and Results of Operations presents our
financial information as of and for the years ended November 30, 2011 and 2010 as compared to non-GAAP
as-adjusted results of operations data for the year ended November 30, 2009, and, where necessary, we have also
provided certain information as of and for the year ended November 30, 2008 and 2007 on a non-GAAP as-adjusted
basis. Management believes the non-GAAP as-adjusted financial information is useful to investors as it aligns with the
financial information used in management’s decision-making process and in evaluating the business.

The following describes the adjustments made to arrive at the non-GAAP as-adjusted financial information:

e Seftlement income adjustments — The non-GAAP as-adjusted amounts remove the impact of income received in
connection with the setlement of our antitrust litigation with Visa and MasterCard during the years ended
November 30, 2009 and 2008, which resulted in unusually large amounts in other income and affect comparability
of results between periods.

* Special dividend interest adjustments — The non-GAAP as-adjusted amounts exclude the 2009 interest charge
related fo our dispute with Morgan Stanley regarding the special dividend agreement, which, among other things,
specified how proceeds of the antitrust litigation with Visa and MasterCard were to be shared.

e Statements No. 166 and 167 adjustments — The non-GAAP as-adjusted amounts show how our financial data
would have been presented if the trusts used in our securitization activities were consolidated into our financial
statements for historical periods prior fo fiscal year 2010.

We did not retrospectively adopt Statements No. 166 and 167 and, therefore, the consolidated financial statements
presented in this annual report as of and for the years ended November 30, 2011 and 2010 reflect the new accounting
requirements, but the historical statement of income and statement of cash flows for the year ended November 30, 2009
continue fo reflect the accounting applicable prior to the adoption of the new accounting requirements.

The impacts of Statements No. 166 and 167 on our earnings summary, detail of other income and Direct Banking
segment information are reflected in two steps in the reconciliations of GAAP to non-GAAP as-adjusted data in the tables
below. First, we made securitization adjustments to reverse the effect of loan securitization by recharacterizing
securitization income to report inferest income, interest expense, provision for loan losses, discount and interchange
revenue and loan fee income in the same line items as non-securitized loans. These adjustments result in a “managed
basis” presentation, which we have historically included in our quarterly and annual reports to reflect the way in which
our senior management evaluated our business performance and allocated resources.
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Then, in addifion fo the adjustments to remove the litigation settlement income and the interest related to the special
dividend paid to Morgan Stanley, adjustments were made to reflect results as if the trusts used in our securitization
activities had been fully consolidated in our historical results. These adjustments include:

e Elimination of inferest income and interest expense related to certificated retained interests classified as investment
securities and associated infercompany debt;

* An adjustment to the provision for loan losses for the change in securitized loan receivables;

¢ Elimination of the revaluation gains or losses associated with the interest-only strip receivable, which was
derecognized upon adoption of Statements No. 166 and 167; and

* An adjustment fo reflect the income tax effects related to these adjustments.

The impacts of Statements No. 166 and 167 on our effective tax rate, loan receivables and average balance sheet
information and cerfain other selected financial data are reflected in one step, rather than two, in the reconciliations of
GAAP to non-GAAP as-adjusted data set forth in the tables below as there is no meaningful difference between such
information on a historical managed basis as compared fo on @ non-GAAP as-adjusted basis.

The following tables display a reconciliation between GAAP, previously reported managed results, and non-GAAP
as-adjusted amounts that reflect the exclusion of litigation sefflement proceeds and inferest related to the Morgan Stanley
special dividend, which were unrelated to the adoption of Statements No. 166 and 167, and reflect the full impact the
consolidation of our trusts would have had if we had adopted Statements No. 166 and 167 retrospectively.

Earnings Summary and Reconciliation

For the Year Ended November 30, 2009

As Securitization Additional Non-GAAP
Reported  Adjustments  Manoged ~ Adjustments  As-Adjusted

(dollars in thousands)

OB IMCOME. ...ttt et et e e e e et e e ereeeeaeseeabaaesnnens $3,145,080  $3,315992  $6,461,072 § (25920)™  $6,435,152
Inferest @XPENSE ......cc.uiuiiiiiiiiicie e 1,251,284 397,136 1,648,420 (42,921)® 1,605,499
Net INfErest INCOME. ... .ciiiiiieiiiieeeiieieeeeee e e e e e e e e eeererarvasresaeene e s 1,893,796 2,918,856 4,812,652 17,001 4,829,653
Provision for loan [0sSes ..........ccoueiiiiiicii e 2,362,405 1,995,936 4,358,341 764,689 5,123,030
Net interest income after provision for loan losses ............cccccccerniinannn. (468,609) 922,920 454,311 (747 688) (293,377)
Antitrust litigation setlement...........c.c.oovneviinicinc e 1,891,698 — 1,891,698 {1,891,698)0! —
OHhEI ICOME ...t eeee e e e e e eeeie e e eeiatae s e stbaeaeenanns 2,948,897 {922,920) 2,025,977 160,087 2,186,064
Total Other INCOME. ... ..oiiiviieeeii e e ere e 4,840,595 {922,920} 3,917,675 (1,731,611} 2,186,064
Total Other EXPENSe .........cccvevreririeieeirier ettt ereereaene 2,251,088 — 2,251,088 (28,992)n 2,222,096
Income {loss) before income tax expense............c..covvviiereeeerrinicneneenees 2,120,898 — 2,120,898  (2,450,307) {329,409)
Income tax expense (benefit) .............ccooerverereirieiiirecece e 844,713 — 844,713 (936,838)@ (92,125)
Net INCOME (10S5).....eeeeeieieie ittt ere e e re e esve s $1,276,185 $ —_ $1,276,185  $(1,513,469) $ (237,284)

{A)  Elimination of interest income on certificated refained interests previously classified as investment securifies and balance transfer fee income previously
included in gain/loss on inferest-only strip receivable.

(B)  Elimination of interest expense on certificated retained interests previously dlassified as investment securities and an interest expense adjustment related to the
discount on securitized borrowings.

{C)  Provision for loan loss on the period-to-period change in securitized loans.

(D)  Exclusion of settlement proceeds related to the Visa and MasterCard antitrust litigation.

(E)  Elimination of gain/loss related to revaluation of interest-only strip receivable and cash collateral accounts.

{F)  Exclusion of inferest charge related to our dispute with Morgan Stanley regarding the special dividend agreement.

{G) Estimated income tax benefit on the pretax loss related to Statement No. 167 adjustments and exclusion of taxes on the Visa/MasterCard antitrust litigation
seflement.



Other Income and Reconciliation

For the Year Ended November 30, 2009

As Securitization Additional Non-GAAP
Reported  Adjustments  Managed  Adjustments  As-Adjusted
(doflars in thousands)
SECUIHZAHON INCOME e eeeeereeeeeeeeeeeeeeeeerreeeeeseseeeeereneeneseneaeesennnneeees $1,879,304  $(1,879,304) $ — $ — $ —
Discount and inferchange revenue..............cococeerernienccnenennenneneeens 222,835 761,253 984,088 — 984,088
FE@ PrOTUCES ... ceeeeeveerrriiercee ettt 295,066 108,180 403,246 — 403,246
LGN FEE INCOME ...ttt et eane e s 247,267 247,038 494,305 — 494,305
Transaction pProcessing FeYENUE ...........cocuceuiieeciniiineneeinesies o 125,201 — 125,201 — 125,201
Merchant fees ........cooveveoieeeeieeeeeeeeieeeenn 44,248 — 44,248 — 44,248
Loss on investment securities {3,826) — {3,826} — {3,826)
Antitrust litigation settlement 1,891,698 — 1,891,698 (1,891,698)Al —
OHher INCOME ..ottt e et eete et e e e e e e e st e eaee e saneeenrsenns 138,802 {160,087) {21,285) 160,087 © 138,802
Total Other INCOME......ccoeeeiieiiieee et et $4,840,595 $ (922,920) $3,917,675 $(1,731,611) $2,186,064
(A} Exclusion of setflement proceeds related to the Visa and MasterCard antitrust litigation.
(B}  Elimination of gain/loss related to revaluation of interest-only strip receivable and cash collateral accounts.
Direct Banking Segment Summary and Reconciliation
For the Year Ended November 30, 2009
As Securitization Additional Non-GAAP
Reported  Adjustments  Managed  Adjustments  As-Adjusted
{dollars in thousands)
Interest income
Credit €ard .. .o $2,835,767  $3,315,992 $6,151,759 $ 17,543 $6,169,302
Private student Ioans ...........ccoovieiiiiieeieeeeee e e 25,906 — 25,906 — 25,906
PC SN IOONS ... et ereeraeere s e snneens — — — — —
Personal loans .......cviiveeieeeceie et ns 139,247 — 139,247 — 139,247
ORI ettt et e e eae e et e et e e ean s sare e e bt e bt e earee e 143,062 —_ 143,062 (43,463)® 99,599
Total inferest INCOME.......ouvieuierieeiieieeie et ee e eete e e et resae s es 3,143,982 3,315,992 6,459,974 (25,920) 6,434,054
INFErEst EXPENSE ......cocviiriieiiiiieiiiiiieie it 1,251,062 397,136 1,648,198 (42,9214@ 1,605,277
Net INterest INCOME ... ciieiiiieiieiiciciiiiireerere et er e e 1,892,920 2,918,856 4,811,776 17,001 4,828,777
Provision for 10an J0SSes ...........ccveeeeiriicrieiiiecceee e e 2,362,405 1,995,936 4,358,341 764,6890 5,123,030
OhEr INCOME ...t et ere e eete e etie e e aeeesee e e reeaseeestaeeersaesreas 4,600,801 (922,920) 3,677,881 (1,731,611)@ 1,946,270
Oher EXPENSE .......veveieerereeieseeeseesesaeneebebe it et bbb esesb et ese et ene 2,116,962 — 2,116,962 (28,992) 2,087,970
Income {loss) before income tax eXpense..........cccoevveereirirereninencreneeeene $2,014,354 $ — $2,014,354  $(2,450,307)¢) $ (435,953)

{A)  Elimination of inferest income on certificated retained interests previously classified as investment securities.
{B)  Adjustments to interest income related to balance transfer fee income previously included in gain/loss on interest-only strip receivable.

{C)  Elimination of inferest expense on certificated retained interests previously classified as investment securities and an interest expense adjustment related fo the

discount on securitized borrowings.
(D) Provision for loan loss on the period-to-period change in securifized loans.

(E)  Exclusion of settlement proceeds related to Visa and MasterCard antitrust litigation and elimination of gain/loss related to revaluation of interest-only sfrlp

receivable and cash collateral accounts.
{F}  Exclusion of interest charge related to our dispute with Morgan Stanley regarding the special dividend agreement.

{G) Estimated income tax on the pretax loss related to Statement No. 167 adjustments and exclusion of taxes on the Visa/MasterCard antfitrust litigation

settlement.
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Loan Receivables Data and Reconciliation

As of and for the Year Ended November 30,

2009 2008 2007
Total Loan Receivables . (dollars in thousands)
Loan portfolio
$23,625,084 $25,216,611  $20,831,117
27,229,062 25,878,667 27,349,319
$50,854,146 $51,095,278 $48,180,436
$23,625,084 $25,216,611  $20,831,117
27,229,062 25,878,667 27,349,319
NON-GAAP As-AIUSIEd ..........oovieiii vttt er et ns s eeneenes errrrirereaeeeserarnnnns $50,854,146 $51,095,278 $48,180,436
Allowance for loan losses {beginning of period)
GAAP. ... et a e e e e b b e e e e bt it e e iebatreeaaht b e e s aaartres e e anaeeeeaaatesenannnes NURTOTION $ 1,374,585 $§ 759925 $ 703917
Adjustments for SItement NO. 167 ...........c.oiuiuiriiiierieee st eee et te ettt eere sttt s s esesee s e ses s eaeas 1,379,772 971,730 928,374
NON-GAAP As-AdUsted .........oooueieiiitiiietetieceeeee ettt s ea s e e e eaes $ 2,754,357 $ 1,731,655 $ 1,632,291
Provision for loan losses
GAAP ...ttt ettt ettt r b e e n ettt e cheereeatenneretes et ettt eba e eneanns $ 2,362,405 $ 1,595615 $ 733,887
Adjustments for Statement INO. 167 .............covvveriiiiereiiiteecie et eee s en e es oo eesetesesaeaseaen 2,760,625 1,881,029 1,162,866
Non-GAAP As-Adjusted.........cccoovevirieeririieirenennns PRSPPSO SRR $ 5,123,030 $ 3,476,644 $ 1,896,753
Charge-offs
GAAP. ...ttt r et s et e e ettt e s e e b ats e e —e e e ot —t taeereaaseteea e nteeeneaaaeeanreanesnane $(2,165,653) $(1,147,241) $ (839,092)
Adjustments for Statement NO. 167 ............cccoiiiiieiieririre sttt er e et et erebess s e aess st asasesesesnas (2,208,036} (1,713,409)  (1,366,949)
NON-GAAP As-AJUSIEA ..ottt ettt ettt e s ae e ese st e e es e s eseeees e eeetensese s eneane $(4,373,689) $(2,860,650) $ (2,206,041}
Recoveries
GAAP ...ttt b ettt e st e a e eat et et e ke te e st e st e ene st enn et e e st aeseeseeneeneenean $ 186562 $ 166286 $ 161,213
Adjustments for SIafement INO. 167 ............c.ccvcveiericieriiieirieeieseteseeteveteseesetese et seseanssesesssessessaseseaesesenas 212,100 240,422 247,439
NON-GAAP AS-AIUSIEA .........oeeieieectie ettt e bese et e ee e e e et e e esesee e eaeneneasenes $ 398662 $ 406,708 $ 408,652
Net charge-offs
GAAP. ...ttt ettt et te s seia s ae e e ———teeee——e et astoaaatet e s et st eaeeeneteesnsaaensnans $(1,979,091) $ (980,955) $ (677,879)
Adjustments for Statement No. 167 ... (1,995,936) (1,472,987) (1,119,510)
Non-GAAP As-Adjusted.............ccooeriviieiiriieereieeernee. . $1(3,975,027) $1(2,453,942) $(1,797,389)
Allowance for loan losses (end of period)
GAAP.....ceee ettt ettt e et e e e e e e e e e bt e e eas s e teert st e e ae o eae et te et et s enneeetee e eeneeeeeantonee $ 1,757,899 $ 1,374,585 $§ 759,925
Adjustments for Statement No. 167 ... 2,144,461 1,379,772 971,730
Non-GAAP As-Adjusted $ 3,902,360 $ 2,754,357 $ 1,731,655
Net charge-offs % :
GAAP. ...ttt — et e ete e et e s e ——e et e ey et e te e e et e e te e et e aeee et aeenaeeneaaas 7.45% 4.59% 3.40%
Adjustments for Statement INO. 167 ...........cveireeeieeeiieieeteisve et s et ss e bt s s saesesnnsseees 0.32 0.42 0.43
INON-GAAP AS-AIUSIEA .........ecviietetie ettt ettt e eee et e te e s s bt eeeeeeeeenenseans . 777% 5.01% 3.83%
Loans not accruing interest )
GAAP ..ottt e et e—— et — e e et e e eateeste e st e e et e e e attesrteaaate e et e e neseeeeaeetteeanaeanns $ 190086 $ 173,123 $§ 102,286
Adjustments FOr SIAIEMENEINOG. 167 ...ttt et eeteeee e ees s e s ees s anssaseseseeseneeseesessasesesessenassenen 248,192 193,385 154,408
INON-GAAP AS-AIUSIED. ...ttt ettt st s en e e e eses e e eeeeeneeenone $ 438278 $ 366,508 $ 256,694
4.92% 4.35% 3.26%
0.39 0.21 0.32
5.31% 4.56% 3.58%




As of and for the Year Ended November 30,

2009 2008 2007

Total Loan Receivables (doltars in thousands)
Delinquency rate (Over 90 Days)
GAAP. ..ottt et e bt ib e te e —eeraa bt oAbt e e artenEe e b A e e ah s ks e et san s b s s et ates 2.58% 2.06% 1.51%
Adjustments for Statement INO. 167 ........c.ciu vttt 0.20 0.1 0.16
NON-GAAP As-AdUSIET ..ottt 2.78% 2.17% 1.67%
Delinquency rate {Loans not accruing interest)
AP ..ottt e ee ettt ——————————aeeeeieeeeeattaretitbas b aaaan e eeeet e aaaeeeeeeaeeeeanatranha s 0.80% 0.69% 0.49%
Adjustments fOr SIOTEMENTING. 167 ...ttt e e et e e et e e e et a e e e st anb e e e e snbtseesassbebaesanaenaeeas 0.06 0.03 0.04
Non-GAAP As-AdUSTEd .......c.eeuiieiiiircrecrere et 0.86% 0.72% 0.53%
Discover Card
Charge-offs
AP ..ottt s e e et e e e e ae et e et ————————————_aiaaieaeetatteterttntann—n i rese et en b taete e e et eseanetre s naes $(2,034,458) $(1,119,362) $ (834,792)
Adjustments for Statement NO. 167 ...........cocoioiiiiiiiiiiiiiiii et {2,208,036) (1,713,409}  (1,366,949)
NON-GAAP As-AdUSIEd ... e $1{4,242,494) $(2,832,771} $(2,201,741)
Recoveries
GAAP ..ottt e ee e et e e e e e et e ter———————————_——aeaeeeaeeetentantaaah, e te e st e s e e e e aseseasta bt es $ 184383 $ 165422 $ 160,167
Adjustments for Statement NO. 167 .........ccueuririiiimimiiiiiiiinis et 212,100 240,422 247,439
INON-GAAP As-AIUSIEL .....c.veveiieierieieic ettt ba e $ 396483 $ 405844 $ 407,606
Total Discover Card Loans
AP e eeeeeeaeeeeeeeeeae eyt tabta————————atsaaeaeteteeteetaytta . ———ateseebatrabe e ra e eeeeeseanarnne $19,826,153 $23,348,134 $20,345,787
Adjustments for Statement NO. 167 ... s 27,229,062 25,878,667 27,349,319
NON-GAAP As-AdUSIEA ..ottt e e et ea s $47,055,215 $49,226,801 $47,695,106
Allowance for loan losses {end of period)
A AP et e—e—aeaeeeeeeeeeetetet————————————_aaeaeseetetetteresereernrnn—tottenttttan e aaeeeeeeseeaes $ 1,587,107 $ 1,285215 $ 742,507
Adjustments For SIAtEMENTINO. 187 ...ttt e e e e e eaae e ttaaessmaaeansee e reneensaessreaesnaeenrnnes 2,144,461 1,379,771 971,730
NON-GAAP As-AIUSIEL ...ttt s $ 3,731,568 $ 2,664,986 $ 1,714,237
Total Credit Card Loans
Loan receivables
(€Y - RO PO OO POROTIN $20,230,302 $23,814,307 $20,579,923
Adjustments FOr SIATEMENE INO. 187 ...ttt et raa e e e b e e et eestr s eeseeenteessataessaeenanaes 27,229,062 25,878,667 27,349,319
NoN-GAAP As-Adjusted .........coouiiiiiieiiiiiini e b $47,459,364 $49,692,974 $47,929,242
Charge-offs
AP .o eeaaeaeaetee ettt b ht——————aaaeaeateeeeeeretenar et e ee sttt e tatresran e s eneenenees $1(2,096,573) $(1,139,176) $ (837,210)
Adjustments for Statement NO. 167 .......c.coviuiiiriiiiiitiiiiint ittt {2,208,036)  {1,713,409)  (1,366,949)
NON-GAAP AS-AIUSIEA ...ttt sttt $(4,304,609) $(2,852,585) $(2,204,159)
Recoveries
GAAP et ee e e et et ettt et ———————————_———aaeaeteeereteattatr et et e st enen s e s aeeesean $ 185616 $ 165694 $ 160,202
Adjustments for Statement No. 167 ... 212,100 240,422 247,439
NON-GAAP As-AdJUSIEA ...ttt sttt s $ 397,716 $ 406,116 $ 407,641
Net charge-offs
GAAP . e ea e e e e e e e e eeree et e —— e eaeaes et et er et b e e e e et et b en e a e e e seeaaes $(1,910,957) $ (973,482) $ (677,008)
Adjustments for Statement No. 167 ... {1,995,936) (1,472,987) {1,119,510)
Non-GAAP As-Adjusted..........coceeuieiriiinniniciiiiceeneennins $1(3,906,893) $(2,446,469) $ (1,796,518}
Allowance for loan losses (end of period)

$ 1,647,086 $ 1,317811 $§ 750,786

2,144,461 1,379,772 971,730

$ 3,791,547

$ 2,697,583

$ 1,722,516




As of and for the Year Ended November 30,

2009 2008 2007
Total Credit Card Loans (dollars in thousands)
Net charge-offs %
GAAP ...ttt e et ee e e e —t——tattaata e e e e i an—n——nbtatataeeaeae e na e ntehenrnteraeteaeete e s e bbb e s aesanees 7.87% 4.73% 3.41%
Adjustments for Statement NO. 167 ........covvieeririeiiineeiniiett et se s es 0.13 0.34 0.43
NON-GAAP As-AdUSIEA .........ooviiiiiiiiteiee ettt ettt sttt st 8.00% 5.07% 3.84%
Delinquencies (over 30 Days)
GAAP ..ttt —t—aaeaeataeetestereretabenanaraetertanara—oaa ot eeaeaeeereaeseerennenrnnenen $1,117,227 $1,082,942 $ 675,508
Adjustments for Statement No. 167 ... 1,539,462 1,233,581 1,044,014
NON-GAAP As-AdIUSIEA ...ttt ettt ea et $2,656,689 $2,316,523 $1,719,522
Delinquencies (over 90 Days)
A AP e ettt —eaaseteeaeetatbasiauaaaeteteesar et aeneeeeeaerettanbanaananae $ 698,610 $ 594,325 $ 380,339
Adjustments for Statement No. 167 694,864 508,241 424,075
NON-GAAP AS-AdUSIED ...ttt ettt sttt et $1,393,474  $1,102,566 $ 804,414
Delinquency Rate (over 30 days)
GAAP e e e e e e e e e et e et —————————rieeteaeatanta bt a bttt teee et b e teteeasetethasartaire 5.52% 4.55% 3.28%
Adjustments for Statement NO. 167 ........ccueiririiiiiieirtieet ettt et 0.08 0.1 0.3t
Non-GAAP As-Adjusted 5.60% 4.66% 3.59%
Delinquency Rate (over 90 days)
(€Y - U PP UPOPPUPTOPPOPRPRUNS 2.92% 2.16% 1.53%
Adjustments for Statement NO. 167 .........ccviiiriiirieeii ettt ettt eae s 0.02 0.06 0.15
NON-GAAP AS-AIUSIED ...ttt sttt s 2.94% 2.22% 1.68%
Restructured loans &
GAAP. ..ottt eteaeeteeiaeteittebtaattaetaaaeaaeaasanaansar e rabannbaraaeetaeaeeaesaatraenanneaeeees $ 72924 $ — $ —
Adjustments for Statement NO. 167 ...........ooieiieiieieeieee ettt e ere e e e 145,258 — —
NON-GAAP AS-AIUSIEA ...ttt ettt en et een oo s et sa e $ 218,182 § — $ —
0.31% — % — %
0.15 — —
0.46% — % — %

{A)  Data not available for the years ended November 30, 2008 and 2007.
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Average Balance Sheet Reconciliation

For the Year Ended November 30, 2009

Average ‘Interest
Balances  Income/Expense  Yield
(dollars in thousands)

Average restricted cash
GAAP ...ttt etk $ — $ — —%
Adjustments for SIatement NO. 167 .........cveueeririreiarirreietnteeescereres ettt sttt ssese st beseet et erasnanasenens 2,438,438 18,195 0.75
NON-GAAP AS-AQIUSTEA ........oovieieeitiei et etete ettt et et et eas e b e e ses b easesessessesesenaesesennesnnene $ 2,438,438 $ 18,195 0.75%
Average investment securities
GAAP ..ttt b et s r e et et et e bt et st e naan e sata e et b e satneesatnes $ 1,581,387 $ 68,694 4.34%
Adjustments for Statement INO. 167 ..........oviiiiieieiitecie ettt et b et e bt s reean s ae e be et aen e venseesnans (1,096,270) (43,464) 0.86
NON-GAAP As-AdUSIE ..ottt et ettt eae e ane e $ 485117 $ 25,230 5.20%
Average credit card loan receivables
GAAP ...ttt ettt e et h e sttt et e et s et e s n et saabeeatne e s neesernesennaeeabeeen $24,266,782 $2,835,767 11.69%
Adjustments for Statement NO. 167 ...........coooiiiierieei ettt sae ettt sttt eaeeaeseas 24,577 543 3,333,536 0.94
NON-GAAP AS-AIUSIED ........oovevieti ettt ettt sttt e et b ettt ae s easese b seben bbb e s eneeneans $48,844,325 $6,169,303 12.63%
Average total loan receivables )
GAAP ..ttt et e s e et h e e e seb e e e e st e e s e tbbeseenaes $26,552,574 $3,004,284 11.31%
Adijustments for Statement INO. 17 ............ivieeieiiieiiet ettt see s e et b st e b e e et et ennesneneees 24,577,543 3,333,536 1.09
NON-GAAP AS-AIUSIEL .......eeveteeeieeeece ettt ettt ettt et r ettt eatene e e $51,130,117 $6,337,820 12.40%
Average other interest-earning assets
GAAP ...ttt et ettt ea et R et b et e e et s e Ee ettt e st ek aete et et ettt neere et e abansaneee $ 2,338,438 $ 18,195 0.78%
Adjustments for Statement NO. 187 ...........ccooiiiieieiiieictect et ettt et es et eae et et a et e e e {2,338,438) {18,195) {0.78)
NON-GAAP AS-AQIUSIEA ......ceeeeieer ettt ettt ettt ra ettt ab e b s s et eaeeae b ess s s ent e e eaeedanes $ — $ — — %
Average total interest-earning assets :
GAAP.....coiieiieend OO OO RO PT T TSUUPT PP $39,989,758 $3,145,080 7.86%
Adjustments for Statement No. 167 ... 23,581,273 3,290,072 2.26
NOR-GAAP AS-AIUSIE .......ovveeeetites ettt ettt s bt es bt ae s ee e b e s tebeseserenss s e ernesnas $63,571,031 $6,435,152 10.12%
Average allowance for loan losses
GAAP ...t $(1,808,493)
Adjustments for Statement No. 167 ... (1,741,736}
NON-GAAP AS-AdIUSIEA ...ttt ettt ettt e re et s ae et st en et ennenn $ (3,550,229)
Average other assets (non-interest bearing)
GAAP ettt et e ettt s e e rn e e et b e e e b e s ea e e nraaesatte s ehbneaenneennraenaneeas $ 4,053,270
Adjustments for Statement NO. TE7 ...........oiiieiiierieeiite e eiet ettt e ete b eseese et e e aes e esees et eseeteeaseeaesnens (913,561)
NON-GAAP As-AdUSIEL ........ooveieeiieiece ettt ettt ee et s bt eaeeees e $ 3,139,709
Average total assets
GAAP ...ttt st a et e e et b e e e e e e e b bee e e s anente e e taeeseaatnneen $42,234,535
Adjustments for SIatement INO. 167 .......cvcvvirereiiieiiiieeieiirieesse e s sas bt saetate s b sesasseseraesesnasasess 20,925,976
NON-GAAP AS-AIUSTE ...ttt ettt ra s ket sse e b et nnenis $63,160,511
Average securitized borrowings
GAAP ..ottt e bttt st e s e s e e e e e b te s e ba s e s e ataeeeenannet $ — $ — — %
Adjustments for Statement No. 167 ... 22,720,700 354,215 1.56
NON-GAAP AS-AIUSIEA ...ttt ettt ettt $22,720,700 $ 354,215 1.56%
Average total borrowings
GAAP ...ttt et e ettt e e e eae e e sanae st s e e e bee s R n e s s e e eett s et s e e beenrrarannee s $ 2,486,187 $ 64,200 2.58%
Adijustments for STatement NO. 167 ..........c.coivieiririiiiiriisietieieiriese e cscesesesates et sese st esassssescanesenraeas 22,720,700 354,215 {0.92)
NON-GAAP AS-AdIUSIET .......oeviieiieiicecect ettt ettt ess et ats ettt e s n et er et sene s $25,206,887 $ 418,415 1.66%
Average fotal interest-bearing liabilities
GARAP oo e ee oo $31,609,777  $1,251,284 3.96%
Adjustments for Stfement NO. 167 .......c..coieiiiieeeii oottt et ete et et sanessebeasessesesernereerennas 22,720,700 354,215 (1.00)
NON-GAAP As-AdIUSTEA ..ottt ettt et ettt e aseat st st es e b e ae et e ete s $54,330,477 $1,605,499 2.96%




For the Year Ended
November 30, 2009

Average Balances

Average other liabilities and stockholders’ equity (non-interest earning)

(dollars in thousands,
except where noted)

GAAP .ttt et e et e e b et e e e e bt e b bt e ebt e e bt e e htne e nb e e e Rt e e eubeeaa bt e e a bt e at e e s be e e bee e sbeeesben e bt een e e s naeaeneeens $10,624,758
Adjustments for SITEMENt NO. 167 .......c.euiiiiiiiiiiciieiiet ettt ettt sas e s s st ae e b s b esesese s aseasesesesnseesenenresesesaneas _1,794,724)
INON-GAAP AS-AQIUSIET ...ttt ettt b et et e et esa e e te st ate s ast e st ebe st ebs s e st eaebe st et et easete st ens s ensete it e s et e e snntes $ 8,830,034
Average totdl liabilities and stockholders’ equity
GAAP ..o e oo oot oo e et s e eeeese e $42,234,535
Adjustments for SIteMENt NO. T67 ...........vimiimiiii i 20,925,976
NON-GAAP AS-AIUSIEA .........ooveeteietieeeeeceeee ettt ettt ettt e e et et s e et et ese s et eaes e s ene s esesesnesesessesesesnatesesenssessseasanessrenns $63,160,511
Ratios and Other
Amounts
Net inferest margin
GAAP ..ottt e e bt s e e e e s et e h et b et e e st e e s es s s e e e e ee e ae st e s snrnenne 7.13%
Adjustments For SIAEMENE INO. 167 ........oviiiiiiireieieictiieieiei ettt et s bbb b bbb st et e s see ettt s bt et et bt ateneseteeaen 2.32
INON-GAAP AS-AIUSIED ...ttt a ettt b st e et e E et e e bt e bbbt bbb e bt h e s s e st e 9.45%
Net yield on interest-earning assets
GAAP ... ettt ettt ettt e a et s e b e e 4t ek b e et e e et s e ebe ekt e et e ea bt e ke e bt ekt eabe e ek e an bt e eteeabeeneaants e st eebe et esbeenteeabeanteae 4.74%
Adjustments for SIAEMENT NO. 167 ........cooveiiiiieriiiie ittt ettt esesessse sttt ss et s esesesesesesesssssemsssssssasnss s s ses s sansens 2.86
NON-GAAP AS-AIUSIED ...ttt ettt ettt b ettt e e et seehe b s seet e ebem et et et seeseb e m et et et ebesemn st ete et s eses e s s ateaes 7.60%
Interest rate spread
GAAP .ttt h e bt Rt st a e Rt sht e b s b e se e s b e ae e sasennessasenne 3.90%
AdiUstments For SIOEMENt INO. 167 .......evvuiiviieiieirieriietcteeitesee et isssssessesseesastsse s s b s sesessessssesesen s et ssesssesessesssesesensesesnaseeesesens 3.26
INOM-GAAP AS-AIUSIEA ..ottt ettt e ettt e e e s e st eae et e eeeee s ennean s ennenens e eennnns 7.16%
Amortization of balance transfer fees in interest income on credit card loans
(dollars in millions)
GAAP ...ttt ettt et ea et b e bt h e et e e e e st e st aR bt e et et e en R e sa e ne e e Rt e s aeeRs et ee Rt et eeRe et e e neenseeeneenseebeennenneen $ 128
Adjustments for SIAement INO. 167 ...........c.iieuiiiiiiiriierri ettt ar e st ase b s s s s st s s s ase e serenssesasseesesaaees 59
INONM-GAAP AS-AIUSIEA ...ttt et e e sa e b bt a e te st besaae et et et beses bt et e st e b esane s et eseesesesnasnsene s $ 187
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For the Year Ended
November 30,

2008

2007

Total average loan receivables

{dollars in thousands)

$21,348,493  $19,947,784
27,662,655 26,965,690
$49,011,148  $46,913,474
10.89% 10.73%
1.70 1.92
12.59% 12.65%
$20,566,864  $19,845,880
27,662,655 26,965,690
$48,229,519  $46,811,570
10.92% 10.75%
1.71 1.91
12.63% 12.66%




2011 Highlights
* Net income in 2011 was $2.2 billion as compared to net income of $765 million in 2010.

* Discover card sales volume showed strong year-over-year growth of 8% totaling $100.1 billion in 2011 as
compared to $92.5 billion in 2010. This growth was driven primarily by an increase in spending by both new and
existing customers partially due to increased marketing.

* The delinquency rate for our credit card loans over 30 days past due improved dramatically during 2011, reaching
an all-time low at November 30, 2011 of 2.39%, which was down from the prior year rate of 4.06%. The primary
reason for this decline was the improvement throughout 2011 in the underlying credit quality of our portfolio as the
U.S. economy stabilized following an extended period of increasing unemployment levels.

* Our total loan portfolio increased 18% year-over-year to $56.6 billion, mainly due to the acquisition of The Student
Loan Corporation {“SLC”) in December 2010, which added approximately $3.1 billion of private student loans to
our portfolio, and the acquisition of approximately $2.4 billion of private student loans from Citibank, N.A. {“Citi”)
in September 2011. In addition, $1.5 billion is attributed to an increase in credit card loans due to higher volumes
and lower charge offs. :

* Payment Services continued to produce strong results with pretax income of $166 million, up 18% over the prior
year. Transaction volume for the segment was $177 billion, an increase of 16% as compared to the prior year.

* We repurchased 18 million shares, or approximately 3%, of our outstanding common stock for $425 million in
2011.

2010 and 2009 Highlights
¢ Our revenues were unfavorably impacted in 2010 by the implementation of certain provisions of the Credit Card
Accountability Responsibility and Disclosure Act of 2009 (the “CARD” Act), which included limitations on our ability
to reprice accounts, the elimination of overlimit fees and a reduction in the amount of standard late fees.

* We settled our antitrust litigation with Visa and MasterCard for $2.75 billion in 2008. Through 2009, we received a
total of $1.9 billion ($1.2 billion after tax) from Visa for its portion of the settlement. At the time of our spin-off, we
entered into an agreement with Morgan Stanley to determine how proceeds from the litigation would be shared,
among other things. In 2010, we paid Morgan Stanley a dividend of $775 million under an amendment to that
agreement.

Recent Developments
® On December 9, 2011, we entered into definitive agreements fo sell substantially all of our remaining $714 million
of federal student loans currently classified as loans held for sale. The majority of these loans were pledged as
collateral against a long-term borrowing and, as part of this fransaction, these borrowings are expected fo be
assumed by the purchaser. These transactions, which are subject to customary closing conditions, including the
receipt of governmental approvals, are expected to close in February 2012.

e Effective December 16, 2011, we terminated our $2.4 billion unsecured committed credit facility. This facility had no
borrowings against it as of November 30, 2011. For more information, see “ — Liquidity and Capital Resources —
Liquidity Management.”

* On January 19, 2012, we paid a dividend of $0.10 per share of our common stock, which was an increase from
the $0.06 per share dividend that we paid in the previous quarter. :

Outlook

Credit performance continued to improve through 2011 as we approached historical lows in delinquency and net
charge-off rates. In 2012, we do not expect reserve releases to continue at previous levels and we anticipate that growth
in our loan portfolio will lead to increases in loan loss reserves. We are focused on growing our card receivables in 2012
through new account acquisitions and wallet share gains resulting from marketing and advertising efforts as well as
increased acceptance by merchants in the U.S. and major international destinations for U.S. travelers. We are also
targeting solid growth and strong returns in our private student and personal loan portfolios, while continuing to pursue
other opportunities to diversify our direct banking business, such as our pending acquisition of the mortgage origination
business of Tree.com, Inc.

We anticipate further total yield compression in 2012 due to the continuing effects of CARD Act implementation, an
increase in promotional offers and the expected growth in personal and private student loans, which tend to carry lower
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interest rates than our card receivables. We expect this yield compression to be somewhat offset by continued funding
cost improvements. Funding costs are expected fo continue to decline over the next year as we benefit from the inferest
rate environment and replace higher-priced fime deposits with lower cost borrowings. Net interest margin is expected to
remain relatively stable through 2012. As in 2011, we infend to continue fo maintain a strong capital level while
targeting investments for future growth and returning capital to shareholders through dividends and our share repurchase
program.

Our payments business had strong volume growth in 2011. We continue fo focus on investments to build brand
awareness and acceptance globally through support of our Diners Club network and arrangements with other networks
and merchant acquirers. Recently, we have been successful in developing relationships with leading merchant acquirers
in key markets, including Canada, the United Kingdom and Western Europe, to further increase acceptance and volumes.
PULSE, our debit card network, in preparation for the April 1, 2012 effective date of the federal regulations mandating
that debit and prepaid card issuers participate in two or more unaffiliated payment networks, has increased its processing
capacity for potential additional volume.

Regulatory Environment and Developments

Overview

The 2010 Dodd-Frank Wall Street Reform and Consumer Protection Act {the “Reform Act”) contains a comprehensive
set of provisions designed to govern the practices and oversight of financial institutions and other participants in the
financial markets. The Reform Act addresses risks to the economy and the payments system, especially those posed by
large systemically significant financial firms. Bank holding companies with $50 billion or more in total consolidated assets
(“covered companies”), including Discover, are considered systemically significant under the Reform Act and are subject
to heightened prudential standards to be established by the Federal Reserve. Certain provisions of the Reform Act that
may have a significant impact on us are described in more detail below under the headings “ — Consumer Financial
Services,” “ — Payment Networks,” “ — Capital and Liquidity” and “ — Asset-Backed Securities.” The Reform Act also
provides for restrictions on and additional disclosure of executive compensation, additional corporate governance
requirements and far more stringent requirements with respect to affiliate transactions and mergers and acquisitions.

The effect of the Reform Act and other regulatory initiatives on our business and operations could be significant,
depending upon final implementing regulations, the actions of our competitors and the behavior of consumers and other
marketplace participants. The Reform Act, other legislative and regulatory changes, and enhanced scrutiny by our
regulators could have a significant impact on us by, for example, requiring us to limit or change our business practices,
limiting our ability to pursue business opportunities, requiring us to invest valuable management time and resources in
compliance efforts, imposing additional costs on us, limiting fees we can charge for services, requiring us to meet more
stringent capital, liquidity and leverage ratio requirements (including those under Basel lll}, increasing our cost or ability
to access the securitization markets for our funding, impacting the value of our assets, or otherwise adversely affecting
our businesses. For additional information regarding the impact of the Reform Act and other regulatory initiatives on us,
see “Risk Factors.”

Consumer Financial Services

The Reform Act established the Consumer Financial Protection Bureau (the “CFPB”), which regulates consumer financial
products and services provided by certain financial services providers, including Discover. In July 2011, many consumer
financial protection functions formerly assigned to the federal banking and other agencies transterred to the CFPB. The
CFPB is authorized to prevent “unfair, deceptive or abusive practices” and ensure consistent enforcement of laws so that
all consumers have access fo markets for consumer financial products and services that are fair, transparent and
competitive. The CFPB has rulemaking and interpretive authority under the Reform Act and other federal consumer
financial services laws (including the CARD Act), as well as broad supervisory, examination and enforcement authority
over large providers of consumer financial products and services, such as Discover. State officials are authorized to
enforce consumer protection rules issued by the CFPB and other requirements of the Reform Act. The CFPB is already
engaged in consumer education, supervision, examination and investigatory activities. In late 2011, it began tracking
consumer complaints for credit cards and mortgages via an online process that is expected to expand to student loans in
2012. .

There is significant legislative and regulatory focus on the student loan market, including by the CFPB, which has made
the student loan market a priority area of focus. Under the Reform Act, the CFPB and Department of Education (“DOE”)
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are required to prepare a report on private education loans and private educational lenders by July 2012 that examines,
among other things, the private education loan market; underwriting criteria used by lenders; loan terms, conditions and
pricing; consumer protections available to borrowers; and fair lending considerations. The Reform Act also created o
“Private Education Ombudsman” within the CFPB to receive and attempt fo informally resolve complaints about private
student loans, and the CFPB plans to receive such complaints via its online consumer complaint system. In addition, the
Obama Administration has made changes fo the federal student loan program intended to make college more affordable
and make it easier for students to repay their federal student loans. Congress or the Administration may take actions that
impact the student loan market in the future, including as a result of the CFPB and DOE study. The possible impact of
heightened scrutiny of the student loan market and its participants, including any resulting legislative and regulatory
inifiatives, is uncertain and may adversely impact the profitability and growth of our private student loan portfolio.

Our banking regulators have introduced and continue to infroduce new regulations and supervisory guidance and
practices in response to the heightened Congressional and regulatory focus on consumer financial services generally,
increasing their scrutiny over us and the industry. Also, additional legislative or regulatory action that may impact our
businesses may result from the multiple studies mandated under the Reform Act, such as the CFPB and DOE study of
private student loans referenced above. We are unable to predict whether any additional changes to statutes or
regulations affecting the consumer financial services industry, including the interpretation or implementation thereof, will
occur in the future. /

Payment Networks

Certain Reform Act provisions require that interchange fees paid to or charged by payment card issuers on debit card
and cerfain prepaid transactions be “reasonable” and “proportional” to the issuer’s cost in connection with such
transactions, as determined by the Federal Reserve. The Reform Act also prohibits debit and prepaid card networks and
issuers from requiring debit and prepaid card transactions to be processed solely on a single payment network, or two or
more dffiliated payment networks. In addition, provisions of the Reform Act prohibit credit/debit network rules that restrict
merchants from offering discounts to customers in order to encourage them to use a particular form of payment, or from
sefting minimum transaction amounts of $10.00 or less for use of credit cards, as long as such merchant practices do not
differentiate on the basis of the issuer or network. The Federal Reserve issued final implementing regulations with respect
to the interchange fee and routing provisions in June 2011, some of which became effective in October 2011.
Regulations mandating that debit and prepaid card issuers participate in two or more unaffiliated payment networks take
effect April 1, 2012,

Discover Network and PULSE have modified operating rules, interchange fee schedules and existing agreements to
ensure consistency with the Reform Act and Federal Reserve implementing regulations. PULSE has increased its processing
capacity for potential additional volume. The ultimate impact of these laws and regulations will depend upon the actions
of our competitors and the behavior of other marketplace participants. For example, the National Retail Federation, the
Food Marketing Institute, the National Association of Convenience Stores and two retailers have filed a federal lawsuit
challenging the Federal Reserve implementing regulations and, in particular, the interchange fee provisions, on the -
grounds that, among other things, the Federal Reserve did not properly apply the Reform Act. It is uncertain how PULSE's
business practices, network transaction volume, revenue, and prospects for future growth, as well as the debit card market
as a whole, may be impacted by the industry’s competitive response to these new requirements.

Capital and Liquidity

Consistent with Reform Act requirements to impose enhanced prudential standards on covered companies, in
November 2011, the Federal Reserve issued a final rule requiring covered companies to submit annual capital plans to
the Federal Reserve for its review and non-objection. A capital plan must include an assessment of the expected uses and
sources of capital over the planning horizon (at least nine quarters, beginning with the quarter preceding the quarter in
which the covered company submits its capital plan) that reflects the company’s size, complexity, risk profile, and scope
of operations, assuming both expected and stressful conditions. The capital plan must include a calculation of regulatory
capital ratios over the planning horizon under expected conditions and under a range of stressed scenarios and
discussion of how the company will maintain capital above each minimum capital ratio, including a pro forma Tier 1
common ratio {(meaning the ratio of Tier 1 common capital to total risk-weighted assets) above 5%, under these scenarios.

The instructions accompanying the Federal Reserve's final rule regarding capital plans indicate that the Federal Reserve

expects covered companies to show that they can achieve “readily and without difficulty the ratios required by the Basel
Il framework as they would come into effect in the United States.” “Basel lll” refers to two consultative documents released
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by the Basel Committee on Banking Supervision (the “Basel Committee”) in December 2009, the rules text released in
December 2010 and loss absorbency rules issued in January 2011, which include significant changes to bank capital,
leverage and liquidity requirements. Implementation of Basel lil in the U.S. will require implementing regulations and
guidelines by U.S. banking regulators, which may differ in significant ways from the recommendations published by the
Basel Committee. It is unclear how U.S. banking regulators will define “well-capitalized” in their implementation of Basel
IIl. We continue to monitor the implementation of Basel Il in the U.S. Based on current industry expectations regarding the
content of the regulations to be implemented and our capital profile, we currently anticipate that we will be able to meet
the regulatory requirements.

Under the Federal Reserve’s final capital plan rule, covered companies with capital plans viewed as unsatisfactory by
the Federal Reserve will face limits on their ability to make capital distributions, including share repurchases and
dividends. Further, a covered company generally will be required to obtain the prior approval of the Federal Reserve to
make capital distributions in certain other cases, including if after giving effect to the distribution the covered company
would not meet a minimum regulatory capital ratio, including a Tier 1 common ratio of at least 5%, the capital
disiribution would exceed the amount set forth in the covered company’s approved capital plan or the Federal Reserve
makes certain determinations. A covered company must update and re-submit its capital plan to the Federal Reserve
within 30 calendar days (subject to extension) if there has been or will be a material change in the company’s risk profile,
financial condition, or corporate structure, and will generally not be able to make a capital distribution unless the Federal
Reserve has approved such distribution.

In addition, on December 20, 2011, the Federal Reserve issued proposed rules fo implement Reform Act heightened
prudential standards requirements related to risk-based capital and leverage; liquidity; single-counterparty credit limits;
overall risk management and risk committees; stress tests; and a debt-to-equity limit for covered companies that the
Financial Stability Oversight Council has determined pose a grave threat to financial stability. The proposal also includes
rules to implement the early remediation requirements in the Reform Act related to establishing measures of financial
condition and remediation requirements that increase in stringency as the financial condition of a covered company
declines.

The capital, leverage and stress test proposals work in tandem with the Federal Reserve’s annual capital plan
requirements by establishing a framework for capital stress testing under which the Federal Reserve would, on an annual
basis, conduct an analysis of a covered company’s capital, taking into account all relevant exposures and activities of the
covered company fo evaluate the ability of the covered company to absorb losses and continue to function as a credit
intermediary as a result of adverse and severely adverse economic and financial market conditions. The Federal Reserve
will conduct its analysis using a minimum of three different sets of economic and financial conditions (scenarios),
including baseline, adverse, and severely adverse conditions, and will make public a summary of the results, including
company specific information. Further, covered companies will be required to perform one or more company-run capital
stress tests each year using a baseline, adverse, and severely adverse scenario provided by the Federal Reserve as well as
a bcse|inel;, adverse and severely adverse scenario developed by the covered company, and to make a summary of the
results public.

In the initial phase, covered companies will be subject to the Federal Reserve’s capital plan rule, described above,
including the requirement to maintain a Tier 1 common ratio greater than 5%. The Federal Reserve states that, in a
second phase, it intends to supplement the enhanced risk-based capital requirements contained in its capital plan rule
with a subsequent proposal to implement a quantitative risk-based capital surcharge for covered companies or a subset of
covered companies. The quantitative risk-based capital surcharge would be based on the Basel Committee’s approach
and implementation timeframe, which contemplates adopting implementing rules in 2014 and requiring global
systemically important banks to meet the capital surcharges on a phased-in basis from 2016-2019. The Federal Reserve
also notes that it and the other U.S. federal banking agencies are continuing to work on implementing the other Basel lli
capital requirements in the United States but, other than with respect to the capital surcharge, does not provide further
details with respect to such implementation. ‘

The Federal Reserve proposed rules related to liquidity would subject covered companies to a set of enhanced liquidity
risk management standards, including liquidity siress testing. The proposal would require covered companies to conduct
internal stress tests at least monthly to measure their liquidity needs during times of instability in the financial markets and
to hold “highly liquid assets” that would be sufficient to cover 30-day stressed net cash outflows under their internal stress
scenarios. Covered companies also would be required to meet specified corporate governance requirements around
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liquidity risk management, to project cash flow needs over various time horizons, to establish infernal limits on certain
liquidity metrics, and to maintain a contingency funding plan that identifies potential sources of liquidity strain and
alternative sources of funding when usual sources of liquidity are unavailable. The Federal Reserve indicates that, in a
second phase, it and the other U.S. federal banking agencies plan to issue one or more proposals to implement
quantitative liquidity requirements based on Basel Il that would be applicable fo all or a subset of covered companies.

On January 17, 2012, the FDIC approved a notice of proposed rulemaking to implement the provisions of the Reform
Act that require state nonmember banks with consolidated assets of more than $10 billion, such as Discover Bank, fo
conduct annual capital adequacy stress fests. In terms of its requirements, the notice of proposed rulemaking is
substantively similar fo the Federal Reserve’s December 20, 2011 proposed rules described above. Also on January 17,
2012, the FDIC approved a final rule requiring an insured depository institution with $50 billion or more in total assets,
such as Discover Bank, to submit to the FDIC periodic contingency plans for resolution in the event of the institufion’s
failure: This final rule follows an interim final rule relating to insured depository institution resolution plans and separate
joint rulemaking with the Federal Reserve that the FDIC approved in September 2011 pursuant to Section 165(d) of the
Reform Act requiring bank holding companies with $50 billion or more in consolidated assets (including us) and certain
other financial companies to submit a resolution plan (or so-called “living will") 1o the FDIC, the Federal Reserve, and the
Financial Stability Oversight Council for their rapid and orderly liquidation in the event of material financial distress or
failure. The FDIC's final rule and the separate joint rulemaking rules are meant fo be complementary and use the same
staggered submission schedule. Under the rules, the initial resolution plans for us and Discover Bank are required to be
submitted on or before December 31, 2013. Thereafter, we and Discover Bank are required to update such plans
annually and, in certain circumstances, more frequently.

Asset-Backed Securities

The Reform Act also imposes a number of significant changes relating to the asset-backed securities and structured
finance markets, some of which may impact our ability and/or desire to utilize those markets to meet funding and
liquidity needs. For more information regarding these and other changes related to asset-backed securities that may
impact us, see “Risk Factors — If we are unable to securitize our receivables, it may have a material adverse effect on our
liquidity, cost of funds and overall financial condition,” * - Liquidity and Capital Resources — Funding Sources — Credit
Card Securitization Financing” and “ - Liquidity and Capital Resources — Credit Ratings.”

Results of Operations _

The discussion below provides a summary of our results of operations for the year ended November 30, 2011,
compared fo our results of operations for the year ended November 30, 2010, and for the year ended November 30,
2009 on a non-GAAP as-adjusted basis. The discussion also provides information about our loan receivables as of
November 30, 2011, compared to November 30, 2010, and November 30, 2009 on a non-GAAP as-adjusted basis. In
certain tables, quantitative information about our loan receivables as of November 30, 2008 and 2007 are also shown
on a non-GAAP as-adjusted basis. For a reconciliation of GAAP to non-GAAP as-adjusted financial data, see
“ - Reconciliations of GAAP to Non-GAAP As-Adjusted Data.” All information and comparisons are based solely on
continuing operations.

Segments

We manage our business activities in two segments: Direct Banking and Payment Services. In compiling the segment
results that follow, our Direct Banking segment bears all overhead costs that are not specifically associated with a
particular segment and all costs associated with Discover Network marketing, servicing and infrastructure, with the
exception of an allocation of direct and incremental costs driven by our Payment Services segment.

Direct Banking. Our Direct Banking segment includes Discover card-branded credit cards issued to individuals and
small businesses and other consumer banking products and services, including personal loans, student loans, prepaid
cards and other consumer lending and deposit products offered through our Discover Bank subsidiary. The majority of
our Direct Banking revenues relate fo interest income earned on each of our loan products. Additionally, our credit card
products generate substantially all of our revenues related to discount and interchange, fee products and loan fee income.

Payment Services. Our Payment Services segment includes PULSE, an automated teller machine, debit and electronic
funds transfer network; Diners Club, a global payments network; and our third-party issuing business, which includes
credit, debit and prepaid cards issued on the Discover Network by third parties. The majority of our Payment Services
revenues relate fo transaction processing revenue from PULSE and royalty and licensee revenue (included in other income)
from Diners Club.



The following table presents segment data (dollars in thousands):

For the Year Ended November 30,

2011 2010 2009
Direct Banking!
Interest income
Credit CORd. ... eeuveiie ettt ettt e ere et et eeba e b e st e st e etbeeanreeareerra et e eaesaeeesenbeeneearras $5,654,088  $ 5,836,002 $6,169,302
Private SUAENEIOGNS .......oooveiviicii sttt e e et et ereeets e eabeereesuteerseeseeesseseeennnenneens 115,307 47,518 25,906
PCl student loans......... 225,096 e —
Personal loans ... 266,081 181,652 139,247
BT <.ttt ettt ettt et et e e e bt e bt et b e e ha b et b e sa g e e R be e b e e b e e A e aabeeaabaense e s e e b e et aentsartseateanbeentes 84,529 81,027 99,599
TOtal INIEIESt INCOME ... eeveieee et ettt ettt e e e ereeere s eseeaeesaee s eneeseseeneseneanaeeeeteeneeeseaneeans 6,345,101 6,146,199 6,434,054
INTETESE @XPENSE. 11 1vvverreeiiiieiti ittt e b bbb s s e 1,484,335 1,582,745 1,605,277
NGt INFETEST INCOME ....evviirerrereeeeirireiiiiiitrteree et eessaresbabeaseaseseseesaesasannensssensesessbaseeseaneansaassansrnsrsrnnns 4,860,766 4,563,454 4,828,777
Provision fOr Ioan OSSES ........c.ociiuiiieiiiice ettt ettt ettt et e ene s 1,013,350 3,206,705 5,123,030
Other income.................. e 1,907,322 1,827,414 1,946,270
Other @XPeNnSe .....c.cveveuiirirrererereeererteresara e ssseseeseseneas 2,409,584 2,056,685 2,087,970
Income before income tax expense ....... e —————— . ’ 3,345,154 1,127,478 (435,953)
Payment Services
INEEIESE IMCOME ... ciiiieitieeeeeeee e ciia et e e e ee s e s s e e arte st aaeaaeesses s e en srasbesasbesataeeaeeaseessaessnnnnssssnssesassaans 38 19 1,098
INFEFESE EXPENSE. ... oviiiiiiiiiii et e e e s e s ne e sase e 217 243 222
INEE INFEESE BXPENSE ... e eriueereiireiie et e et e e s e et aasr e e sae e e beeeaseeseraeaenrsreaenbeeasnaeenesaasssseansssensneensnn (179) (224) 876
Provision FOr I0n OSSES ..........ocviiioiie ettt ettt e ettt et n s sanennens — — —
OREI INCOME. ... ettt ettt e et r e st e eeee e e saneene 297,852 267,585 239,794
OhEr BXPENSE ....veeeertrirueteeirieie et s ereanesesess et s eaeseabetere st ebesenessesesesessesensasasnssesnnsesene 131,583 125,980 134,126
Income before income tax eXPeNSe ............ceoviereeriiiictcet e 166,090 141,381 106,544
Total income before INCOMe 1aX EXPENSE...........oc.coiiiiieieiiiei ettt ettt ettt ettt $3,511,244  $1,268,859  $ (329,409)

{1} The 2009 Direct Banking segment information is presented on a non-GAAP as-adjusted basis. No adjustments have been made to the Payment Services

segment. See reconciliations in “ — Reconciliafions of GAAP to Non-GAAP As-Adjusted Data.”

The following table presents information on transaction volume {in thousands):

For the Year Ended November 30,

2011 2010 2009
Network Transaction Volume .
PULSE INEAWOPK ..o+ eecveveeooeeoeeeeee e e oo s oo eeeeseeseseeess e esees e eeeeeeeees $140,119,224 $118,178,821  $109,302,121
THIFG-PAMY ISSUBES ...c..vvevevcteeiietete ettt et et bese e b aeerereseeb et eaessaseseaeeteseereaessesetesseseseseanesensana 7,532,898 6,802,480 5,671,555
DINEIS CIUBI Lottt ettt ettt ettt ettt e et e et e e e e e et s eae ettt eeeneeeeeenen 29,274,940 27,132,901 26,172,977
TOMA POYMENE SEIVICES .....vveveietenieitetiitesaieetetest et siesaeesba b saste e sbesb et asassassssseseessssessesensessesensassas 176,927,062 152,114,202 141,146,653
Discover Network — Proprietaryt? 103,527,058 95,759,835 90,688,997
TOMA VOIUME. ...ttt et e et e s e a e s e e et e e ts e e s e e e eeeseaeeeeneeennean $280,454,120 $247,874,037 $231,835,650
Transactions Processed on Networks
DISCOVET INBIWOTK ...ttt ettt ettt et e e s en e e e e e e e e s e e e eee e eeaess e e e eeeenn 1,721,697 1,605,114 1,513,955
PULSE Network 3,823,930 3,308,543 2,878,720
TOtOL ettt et et e bt et e e st ettt b e et enn e e et et e et e et e e e eeneenaeaas 5,545,627 4,913,657 4,392,675
Credit Card Volume
Discover €ard VOIUMER). ............couiiiiiiitiiiiceetiet et ettt eb et e e erae et et e eae et eeasereenneneaeerean $108,086,521 $ 98,698,861 $ 95,592,170
Discover Card Sales Volume!4! $100,137,826 $ 92,470,523 $ 87,460,552

{1} Diners Club volume is derived from data provided by licensees for Diners Club branded cards issued outside North America and is subject to subsequent

revision or amendment.
{2) Represents gross proprietary sales volume on the Discover Network.
{3)  Represents Discover card activity related to net sales, balance transfers, cash advances and fee-based products.
{4)  Represents Discover card activity related to net sales.



Direct Banking

For the Year Ended November 30, 2011 compared to the Year Ended November 30, 2010
Our Direct Banking segment reported pretax income of $3.3 billion for the year ended November 30, 2011, as
compared to pretax income of $1.1 billion for the year ended November 30, 2010.

Loan receivables totaled $57.3 billion at November 30, 2011, which was up from $48.8 billion at November 30,
2010. This was primarily driven by the increase in private student loans due to the acquisition of $3.1 billion of loans
from SLC in the first quarter of 2011 (see Note 4: Business Combinations fo our consolidated financial statements), and
an additional $2.4 billion of student loans acquired in the fourth quarter of 2011 (see Note 6: Loan Receivables to our
consolidated financial statements). Credit card loan receivables were $46.6 billion at November 30, 2011, which was up
from $45.2 billion at November 30, 2010. Personal loan receivables were $2.6 billion at November 30, 2011, which
was up from $1.9 billion at November 30, 2010. Discover card sales volume was $100.1 billion for the year ended
November 30, 2011, an increase of 8% as compared to the same period in 2010. This growth was driven primarily by
an increase in spending by both new and existing customers partially due to increased marketing.

Net inferest margin rose slightly for the year ended November 30, 2011 as compared to the same period in 2010.
This was driven by an increase in yield on our liquidity portfolio and a decrease in interest expense as a percentage of
total loans, partially offset by a decline in yield related to loans. The increase in yield on our liquidity portfolio was driven
by a shift to higher yielding investment securities. The decrease in interest expense was related to maturities of deposits
bearing-higher inferest rates, partially offset by increased interest expense on securitized borrowings. The yield on loans
declined reflecting an increase in lower yielding student loans. For a more detailed discussion on net interest income, see
“ — Net Interest Income.”

At November 30, 2011, our delinquency rate for credit card loans over 30 days past due was 2.39% as compared fo
4.06% at November 30, 2010, reflective of improvement throughout 2011 in the underlying credit quality of our
portfolio. For the year ended November 30, 2011, our net charge-off rate on credit cards declined to 4.50%, as
compared to 8.08% for the same period in 2010. A reduction in the loan loss reserve rate and a decline in the level of
net charge-offs led to a decline in the provision for loan losses for the year ended November 30, 2011 as compared to
the same period in 2010. For a more detailed discussion on provision for loan losses, see “ — Loan Quality-Provision and
Allowance for Loan Losses.”

Total other income increased for the year ended November 30, 2011 as compared to the same period in 2010,
primarily due fo the inclusion of income from the transition service agreement related fo the acquisition of SLC in first
quarter 2011 (see Note 4: Business Combinations to our condensed consolidated financial statements). Furthermore,
discount and interchange revenue and revenue from fee products increased during the year ended November 30, 2011
as compared fo the same period in 2010. These increases were partially offset by a decline in loan fee income as well as
a modest loss on investments. The increase in discount and interchange revenue was driven by higher sales volume,
partially offset by higher Cashback Bonus rewards. Higher levels of revenue from fee products were driven by lower
charge-offs relating to these products during the year ended November 30, 2011 as compared to the same period in
2010. Gain on investments declined for the year ended November 30, 2011 as compared to the same period in 2010
due to the inclusion of a gain of $19.6 million related to the liquidation of the collateral supporting the asset-backed
commercial paper notes of Golden Key U.S. LLC (“Golden Key”) during 2010. There was not a similar benefit recognized
in 2011. Furthermore, other income in 2010 also included a $23 million charge related to the decision we made in 2010
to sell our remaining federal student loans. There was no such charge to other income during 2011.

Total other expense increased for the year ended November 30, 2011 as compared to the same period in 2010
primarily due to higher compensation expenses from increased headcount and higher bonuses. Furthermore, there were
higher marketing and business development costs related to new account acquisitions. Professional fees also increased
due to higher costs related to key technology initiatives, costs relating to the SLC acquisition, as well as an increase in
costs related to efforts to recover charged-off accounts. Furthermore, other expense also rose due to an increase in fraud
related costs, an increase in legal reserves related to pending litigation and higher investments in various growth
initiatives. For the year ended November 30, 2010, other expense benefited from a $29 million expense reversal related
to the payment to Morgan Stanley under an amendment to the special dividend agreement that occurred in the first
quarter of 2010. There was not a similar benefit recognized in 2011.
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For the Year Ended November 30, 2010 compared to the Year Ended November 30, 2009

Our Direct Banking segment had pretax income of $1.1 billion for the year ended November 30, 2010 as compared
to a reported pretax income of $2.0 billion {which included $1.9 billion in income from the seftlement of our antitrust
litigation) and a non-GAAP as-adjusted pretax loss of $436 million for the year ended 2009.

Discover card sales volume was up for the year ended November 30, 2010 as compared to 2009 reflecting higher
average spend per customer and a continued increase in merchant acceptance. Loan receivables totaled $48.8 billion at
November 30, 2010, which was down from $50.9 billion at November 30, 2009 on a non-GAAP as-adjusted basis,
reflecting a decline in credit card loans and federal student loans, partially offset by an increase in personal loans and
private student loans. Although sales volumes increased, credit card loans declined as a result of a reduction in
promotional rate balances and an increase in the payment rate. In 2010, we sold $1.5 billion in federal student loans to
the U.S. Department of Education and classified the remaining $788 million of federal student loan balances as held for
sale.

Net interest income declined during 2010 as compared to 2009 on a non-GAAP as-adjusted basis, largely due to a
decline in the average level of credit card loan receivables as well as a lower net interest margin. The decline in net
interest margin is reflective of the impact of legislative changes on credit card yield and an increase in the average level
of lower rate student loan balances, partially offset by higher inferest rates earned on standard balances and fewer
promotional rafe balances.

At November 30, 2010, our over 30 days delinquency rate was 3.89% as compared to 5.31% at November 30, 2009
on a non-GAAP as-adjusted basis, reflective of continued improvement in credit performance. For the year ended
November 30, 2010, our net charge-off rate declined to 7.57%, compared to 7.77% for the year ended November 30,
2009 on a non-GAAP as-adjusted basis. Provision for loan losses for the year ended November 30, 2010 was lower as
compared to November 30, 2009 on a non-GAAP as-adjusted basis primarily due to a reduction in the loan loss reserve
rate and a dedline in the level of net charge-offs.

Total other income decreased in 2010 as compared to 2009 on a non-GAAP as-adjusted basis primarily due to the
discontinuance of overlimit fees on consumer credit card loans beginning in February 2010 and a decline in late fees
beginning in August 2010 in connection with implementing the provisions of the CARD Act. Other income in 2010 also
included a $23 million charge related to the decision we made in 2010 to sell our remaining federal student loans. This
decrease was partially offset by an increase in discount and interchange revenue and a $19.6 million gain related to the
liquidation of collateral supporting our Golden Key investment.

Total other expense decreased during 2010 as compared to 2009 on a non-GAAP as-adjusted basis, as the impact of
the cost containment initiatives begun in 2009, particularly those related to employee compensation and benefits and
information processing and communications, largely offset the impact of higher marketing expenses. Additionally, the first
quarter of 2010 benefited from a $29 million expense reversal related to the payment to Morgan Stanley under an
amendment to the special dividend agreement, while the second quarter of 2009 included a $20 million restructuring
charge related to a reduction in force.

Payment Services

For the Year Ended November 30, 2011 compared to the Year Ended November 30, 2010

Our Payment Services segment reported pretax income of $166 million for the year ended November 30, 2011, up
$25 million as compared to the same period during 2010 as a result of higher volumes and margins from transactions on
the PULSE network. Expenses increased due to higher employee compensation due to higher headcount and investments
related fo enhancing our processing capacity.

Transaction dollar volume increased $25 billion for the year ended November 30, 2011 as compared to the year
ended November 30, 2010, primarily driven by increased PULSE volume. The number of transactions on the PULSE
network increased by 16% for the year ended November 30, 2011, as compared to the same period in 2010.
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For the Year Ended November 30, 2010 compared to the Year Ended November 30, 2009

Our Payment Services segment reported pretax income of $141 million for the year ended November 30, 2010, up
$35 million as compared to the year ended November 30, 2009. Revenues were up $28 million as a result of increased
volumes from new and existing clients, as well as higher margins from transactions on the PULSE network. Expenses were
down $8 million primarily due to transaction processing cost reduction initiatives as well as a lower level of international
marketing investments.

Transaction dollar volume for the year ended November 30, 2010 was $152 billion, an increase of 8% compared to
the year ended November 30, 2009. The increase in fransaction dollar volume was driven by higher volumes from all
three contributors of our payments business, particularly PULSE volume. The number of transactions on the PULSE network
increased by 15% for the year ended November 30, 2010 as compared to 2009.

Critical Accounting Estimates

In preparing our consolidated financial statements in conformity with GAAP, management must make judgments and
use estimates and assumptfions about the effects of matters that are uncertain. For estimates that involve a high degree of
judgment and subjectivity, it is possible that different estimates could reasonably be derived for the same period. For
estimates that are particularly sensitive to changes in economic or market conditions, significant changes fo the estimated
amount from period to period are also possible. Management believes the current assumptions and other considerations
used fo estimate amounts reflected in our consolidated financial statements are appropriate. However, if actual
experience differs from the assumptions and other considerations used in estimating amounts in our consolidated
financial statements, the resulting changes could have a material effect on our consolidated results of operations and, in
certain cases, could have a material effect on our consolidated financial condition. Management has identified the
estimates related to our allowance for loan losses, the accrual of credit card customer rewards cost, the evaluation of
goodwill and other nonamortizable intangible assets for potential impairment, estimates of future cash flows associated
with purchased credit-impaired loans and the accrual of income taxes as critical accounting estimates.

Allowance for Loan Losses

We base our allowance for loan loss on several analyses that help us estimate incurred losses as of the balance sheet
date. While our estimation process includes historical data and analysis, there is a significant amount of judgment
applied in selecting inputs and analyzing the results produced to determine the allowance. We use a migration analysis
to estimate the likelihood that a loan will progress through the various stages of delinquency. The migration analysis
considers uncollectible principal, interest and fees reflected in the loan receivables. Management also estimates loss
emergence by using other analyses to estimate losses incurred from non-delinquent accounts. The considerations in these
analyses include past performcmce, risk management techniques applied to various accounts, historical behavior of
different account vintages, current economic conditions, recent trends in delinquencies, bankruptcy filings, account
collection management, policy chonges, account seasoning, loan volume and amounts, payment rates, and forecasfing
uncertainties. Given the same information, others may reach different reasonable estimates. :

If management used different assumptions in estimating incurred net loan losses, the impact to the allowance for loan
losses could have a material effect on our consolidated financial condition and results of operations. For example, a 10%
change in management's estimate of incurred net loan losses could have resulted in a change of approximately $221
million in the allowance for loan losses at November 30, 2011, with a corresponding change in the provision for loan
losses. See “ — Loan Quality” and Note 3: Summary of Significant Accounting Policies to our consolidated financial
statements for further details about our allowance for loan losses.

Customer Rewards Cost

We offer our customers various reward programs, including the Cashback Bonus reward program, pursuant to which
we offer certain customers a reward equal to a percentage of their purchase amounts based on the type and volume of
the customer’s purchases. The liability for customer rewards is included in accrued expenses and other liabilities in our
consolidated statements of financial condition. We compute our rewards liability on an individual customer basis and it is
accumulated as qualified customers make progress toward earning a reward through their ongoing purchase activity. The
liability is adjusted for expected forfeitures of accumulated rewards. In determining the forfeiture estimate, we consider
historical rewards redemption and forfeiture behavior, the level of recent customer purchase activity and the terms of the
current rewards programs. We generally recognize reward costs as a reduction of discount and interchange revenue in
the consolidated statements of income.

-66-



If management used a different estimate of forfeitures, our consolidated statement of financial condition and results of
operations could have differed. For example, a 100 basis point decrease in the estimated forfeiture rate as of
November 30, 2011, could have resulted in an increase in accrued expenses and other liabilities of approximately $12
million. The corresponding increase in rewards cost would have been reflected as a decrease in discount and interchange
revenue. See “ — Other Income” and Note 3: Summary of Significant Accounting Policies to our consolidated financial
statements for further details about credit card rewards cost.

Goodwill and Other Nonamortizable Intangible Assets

We recognize goodwill when the purchase price of an acquired business exceeds the total of the fair values of the
acquired net assets. In addition, we have recognized certain other nonamortizable intangible assets in our acquisition of
the Diners Club business. As required by GAAP, we test goodwill and other nonamortizable intangible assets for
impairment annually, or more often if indicators of impairment exist. In evaluating goodwill for impairment, management
must estimate the fair value of the business unit(s) to which the goodwill relates. Because market data concerning
acquisitions of comparable businesses typically are not readily obtainable, other valuation techniques such as earnings
multiples and cash flow models are used in estimating the fair values of these businesses. Similarly, in evaluating the other
nonamortizable intangible assets for potential impairment, management estimates their fair values using discounted cash
flow models. In applying these techniques, management considers historical results, business forecasts, market and
industry conditions and other factors. We may also consult independent valuation experts where needed in applying
these valuation techniques. The valuation methodologies we use involve assumptions about business performance,
revenue and expense growth, discount rates and other assumptions that are judgmental in nature.

If economic conditions deteriorate or other events adversely impact the assumptions used by management in these
valuations, we may be exposed to an impairment loss that, when recognized, could have a material impact on our
consolidated financial condition and results of operations. At November 30, 2011, there were no reporting units or
intangible assets that were at reasonable risk for failing the respective impairment evaluations.

Income Taxes

We are subject to the income tax laws of the jurisdictions where we have business operations, primarily the United
States, its states and municipalities. We must make judgments and interpretations about the application of these inherently
complex tax laws when determining the provision for income taxes and must also make estimates about when in the
future certain items will affect taxable income in the various faxing jurisdictions. Disputes over interpretations of the tax
laws may be settled with the taxing authority upon examination or audit. We regularly evaluate the likelihood of
assessments in each of the taxing jurisdictions resulting from current and subsequent years’ examinations, and tax
reserves are established as appropriate.

Changes in the estimate of income taxes can occur due fo tax rate changes, interpretations of tax laws, the status and
resolution of examinations by the taxing authorities, and newly enacted laws and regulations that impact the relative
merits of tax positions taken. When such changes occur, the effect on our consolidated financial condition and results of
operations can be significant. See Note 17: Income Taxes fo our consolidated financial statements for additional
information about income taxes.

Purchased Credit-Impaired Loans
The estimate of expected future cash flows on purchased credit-impaired (“PCI”) loans determines the amount of yield
we can recognize in future periods and impacts whether a loan loss reserve must be established for these loans. We
re-evaluate the amount and timing of expected cash flows quarterly using updated loan portfolio characteristics as well as
assumptions regarding expected borrower default and prepayment behavior. Because estimates of expected future cash
flows on PCl loans involve assumptions and significant judgment, it is reasonably possible that others could derive
different estimates than ours for the same periods. In addition, changes in estimates from one period fo the next can have
a significant impact on our consolidated financial condition and results of operations. A decrease in expected cash flows
involving an increase in estimated credit losses would result in an immediate charge to earnings for the recognition of a
loan loss provision. Increases or decreases in expected cash flows related solely to changes in estimated prepayments or
to changes in variable interest rate indices would result in prospective yield adjustments over the remaining life of the
“loans. An increase in expected cash flows due to a reduction in expected credit losses would result first in the reversal of
any previously established loan loss reserve on PCl loans through an immediate credit to earnings and then, if needed, o
prospective adjustment to yield over the remaining life of the loans.
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If management used a different estimate of expected borrower defaults, our consolidated statement of financial condition and
results of operations could have differed. For example, a 10% increase in the expected borrower default rate of each PCl loan
pool as of November 30, 2011 could have resulted in an impairment of up to $55 million. This impairment would have been
reflected as an increase in provision for loan losses and a decrease in the carrying value of the PCI loans. The accounting and
estimates used in our calculations are discussed further in Note 6: Loan Receivables to our consolidated financial statements.

Earnings Summary
The following table outlines changes in our consolidated statements of income for the periods presented (dollars in thousands):

2011 vs. 2010 2010 vs. 2009
For the Year Ended November 30, increase {decrease) increase (decrease)
2009
(Non-GAAP
2011 2010 As-Adjusted’) $ % $ %
Interest INCOME .........ovmiiiiiiiiiieeeeeeeeeeeee e e e ee e $6,345,139  $6,146,218  $6,435,152 $ 198,921 3% $ {(288,934) {4%)
Interest eXpense...........ccocvveieiniiiiniinic s 1,484,552 1,582,988 1,605,499 (98,436)  (6%) {22,511)  {(1%)
Net inferest INCOME .........cevvevieeiiiirieiieeeeeereeereerrrrrrrnnnes 4,860,587 4,563,230 4,829,653 297,357 7% (266,423) {6%)
Provision for 1oan losses .........coovevvieeeeeeieeeeeeeeeens 1,013,350 3,206,705 5,123,030 (2,193,355) (68%) (1,216,325) (37%)
Net interest income {loss) after provision for loan losses ....... 3,847,237 1,356,525 (293,377) 2,490,712 NM 1,649,902 NM
Other INCOME ... 2,205,174 2,094,999 2,186,064 110,175 5% (91,065) (4%)
Other EXPeNSe..........ccveuerierirreriereieierteeeeereee e reesaenenees 2,541,167 2,182,665 2,222,096 358,502 16% (39,431) {2%)
Income (loss) before income tax expense ...........ccccoevevnence. 3,511,244 1,268,859 (329,409) 2,242,385 NM 1,598,268 NM
Income tax expense (benefit}..............cccoovevrreerreeeienennn. 1,284,536 504,071 (92,125) 780,465 NM 596,196 NM
Net INCOME {IOSS) ..ot $2,226,708 $ 764,788 $ (237,284) $ 1,461,920 NM  $1,002,072 NM

{1} See “ ~ Reconciliations of GAAP to Non-GAAP As-Adjusted Data.”

Net Interest Income

The tables that follow this section have been provided to supplement the discussion below and provide further analysis
of net interest income, net interest margin and the impact of rate and volume changes on net interest income. Net interest
income represents the difference between interest income earned on our interest-earning assets and the interest expense
incurred fo finance those assets. We analyze net inferest income in total by calculating net interest margin (interest
income, net of inferest expense, as a percentage of average total loan receivables) and net yield on interest-bearing
assets (net inferest income as a percentage of average total interest-earning assets). We also separately consider the
impact of the level of loan receivables and the related interest yield and the impact of the cost of funds related to each of
our funding sources, along with the income generated by our liquidity investment portfolio, on net interest income.

Our interest-earning assets consist of: (i} loan receivables, (i) cash and cash equivalents, which includes amounts on
deposit with the Federal Reserve, certain highly rated cerfificates of deposit, and triple-A rated government mutual funds,
(iii) restricted cash, (iv) short-term investments and (v) investment securities. Our interest-bearing liabilities consist
primarily of deposits, both direct-to-consumer and brokered, and long-term borrowings, including amounts owed to
securitization investors. Net interest income is influenced by the following:

* The level and composition of loan receivables, including the proportion of credit card loans to other consumer loans,
as well as the proportion of loan receivables bearing interest at promotional rates as compared to standard rates;

* The credit performance of our loans, parficularly with regard to charge-offs of finance charges, which reduce interest income;
® The terms of long-term borrowings and certificates of deposit upon initial offering, including maturity and inferest rate;
* The level and composition of other inferest-bearing assets and liabilities, including our liquidity investment portfolio;

e Changes in the interest rate environment, including the levels of interest rates and the relationships among interest
rate indices, such as the prime rate, the Federal Funds rate and LIBOR;

* The effectiveness of interest rate swaps in our interest rate risk management program; and

* The difference between the carrying amount and future cash flows expected to be collected on PCl loans.
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For the Year Ended November 30, 2011 compared to the Year Ended November 30, 2010

Net interest margin rose slightly for the year ended November 30, 2011 as compared to the same period in 2010.
This was driven by an increase in yield on our liquidity portfolio, as well as a decrease in interest expense as a
percentage of fotal loans, partially offset by a decline in yield related to loans.

Interest income on loan receivables increased during the year ended November 30, 2011 as compared to the year
ended November 30, 2010, as an increase in interest income from other consumer loans was partially offset by a decline
in interest income from credit card loans. The increase in interest income from other consumer loans for the year ended
November 30, 2011 as compared fo the same period in 2010 is primarily attributable to the acquisifion of SLC during
the first quarter of 2011, as well as growth in personal loans. For the year ended November 30, 2011, the decline in
interest income from credit card loans was mostly driven by a decline in yield caused by an increase in promotional rate
balances and a decrease in customers who carry a balance on their cards, partially offset by lower interest charge-offs.
Furthermore, the decline in yield was also impacted by the CARD Act that was implemented in 2010, which led to
restrictions on imposing default interest rates on existing balances.

Interest income on other interest-earning assets, which largely relates to investment income on our liquidity investment
portfolio, increased primarily due fo a shift in the mix of our liquidity investment portfolio in the fourth quarter of 2010
from cash and cash equivalents to investments in securities of the U.S Treasury and U.S. government agencies, which
typically have a higher yield than cash and cash equivalents. -

Interest expense declined in the year ended November 30, 2011 as compared to the same period in 2010. This was
primarily due to a decline in interest expense related to maturities of deposits bearing higher interest rates. This was
partially offset by an increase in interest expense on securitized borrowings, primarily due to the acquisition of three SLC
securitization trusts in the first quarter of 2011 which have higher funding costs than our credit card securitizations.

For the Year Ended November 30, 2010 compared to the Year Ended November 30, 2009

Net inferest income was $4.6 billion for the year ended November 30, 2010, a decline of 6% as compared to the year
ended November 30, 2009 on a non-GAAP as-adjusted basis. The decline in net interest income was primarily due to a
lower average level of credit card loan receivables as well as a decline in net inferest margin.

Net interest margin was 9.14% for the year ended November 30, 2010, down 31 basis points as compared fo the
year ended November 30, 2009 on a non-GAAP as-adjusted basis. This reflects a greater proportion of lower-rate
student loans in our loan portfolio for much of the year, lower rates earned on higher balances in our liquidity investment
portfolio and higher rates paid on long-term borrowings, partially offset by lower deposit funding costs and an
improvement in credit card yield. Yield on credit card loan receivables improved as a result of fewer promotional rate
balances and higher interest rates earned on standard balances, partially offset by the impact of legislative changes
related to restrictions on increasing interest rates on existing balances beginning in February 2010. Although the yield on
credit card loan receivables was higher for the full year 2010 as compared to 2009 on a non-GAAP as-adjusted basis,
the credit card yield during the fourth quarter 2010 was lower than the fourth quarter 2009 on a non-GAAP as-adjusted
basis. ' ’

The level of net interest income also declined during the year ended November 30, 2010, as compared to the year
ended November 30, 2009 on a non-GAAP as-adjusted basis, because of a decline in the average level of credit card
loan receivables, which was driven by a reduction in promotional rate balances and an increase in the payment rate. This
was partially offset by an increase in the level of student loans and a higher average level of liquidity.

Interest expense declined slightly for the year ended November 30, 2010 as compared to the year ended
November 30, 2009 on a non-GAAP as-adjusted basis largely as a result of lower interest expense on securitized debt
and deposits offset by higher expense associated with subordinated debt issuances in late 2009 and April 2010. Interest
expense on securitized debt declined because of a significant level of maturities in the first half of 2010. Interest expense
on deposits declined as the decline in deposit interest rates more than offset the higher level of deposit borrowings, which
replaced the maturing asset-backed securities.
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Average Balance Sheet Analysis

2011 2010 2009 (Non-GAAP As-Adjusted)
Average Average Average
Balance Rate Interest Balance Rate Interest Balance Rate Interest
Assets
Interest-earning assets:
Cash and cash equivalents........... $ 3,920,401 0.24% $ 9,569 $ 9,628,759 0.25% $ 24,319 $ 8,854,380 0.56% $ 50,024
Restricted cash.........cccocevevvene.. 1,179,733  0.14% 1,672 2,124,343  0.16% 3,419 2,438,438 0.75% 18,195
Other shori-term investments.......... 153,013 1.07% 1,639 235,549 1.03% 2,435 662,979 0.59% 3,883
Investment securifies.................... 5,660,114 1.05% 59,365 1,688,453 1.55% 26,222 485,117  5.20% 25,230
Loan receivablest:...
Credit card®4r ............... 45,204,829 12.51% 5,654,088 45,616,791 12.79% 5,836,002 48,844,325 12.63% 6,169,303
Personal loans ................. 2,228,226 11.94% 266,081 1,592,661 11.41% 181,653 1,223,841 11.38% 139,247
753,666 1.58% 11,904 1,817,990 1.23% 22,439 626,422 1.39% 8,698
1,637,260 7.04% 115,307 826,807 5.75% 47,518 363,985 4.73% 17,208
3,104,504 7.25% 225,096 — — % — —_ — % -
14,137 2.95% 418 54,938 4.02% 2,211 71,544  4.70% 3,364
Total loan receivables .... 52,942,622 11.85% 6,272,894 49,909,187 12.20% 6,089,823 51,130,117 12.40% 6,337,820
Total interest-earning
ASSES .evvviiiiennnns 63,855,883 9.94% 6,345,139 63,586,291 9.67% 6,146,218 63,571,031 10.12% 6,435,152
Allowance for loan losses ............... (2,710,377) (3,870,545) (3,550,229)
Other assets ........cccovveevvieivecreannenn 3,791,077 3,978,625 : 3,139,709
Total assets........ccceeveveenne. $64,936,583 $63,694,371 M

Liabilities and Stockholders’ Equity
Interest-bearing liabilities:
Interest-bearing deposits:

Time depositsi®.................... $25,477,735 3.34% 849,743 $27,274,405 3.82% 1,042,683 24,748,485 4.51% 1,116,816
Money market deposits......... 4,656,321 1.23% 57,314 4,303,762 1.36% 58,745 4,091,867 1.59% 64,902
Other interest-bearing
savings deposits ............... 5,996,123 1.33% 79,719 2,980,286 1.65% 49,076 283,238 1.89% 5,366
Total interest-bearing
deposits ................. 36,130,179  2.73% 986,776 34,558,453 3.33% 1,150,504 29,123,590 4.08% 1,187,084
Borrowings: -
Short-term borrowings............. 127,840 0.10% 133 410  0.24% 1 837,452 0.30% 2,538
Securitized borrowings ............ 15,968,420 2.10% 335,143 17,247,078 1.58% 272,535 22,720,700 1.56% 354,215
Other long-term borrowings®¢... 2,467,806  6.58% 162,500 2,736,017 5.85% 159,948 1,648,735 3.74% 61,662
Total borrowings........ 18,564,066 2.68% 497,776 19,983,505 2.16% 432,484 25,206,887 1.66% 418,415
Total interest-bearing :
liabilities ............... 54,694,245 2.71% 1,484,552 54,541,958 2.90% 1,582,988 54,330,477 2.96% 1,605,499
Other liabilities and stockholders’
EQUItY ..ot 10,242,338 9,152,413 8,830,034
Total liabilities and
stockholders’
eqUItY <vveeenreeerennn $64,936,583 $63,694,371 63,160,511
Net interest income ... $4,860,587 $4,563,230 $4,829,653
Net interest margin®...................... 2.18% 9.14% 9.45%
Net yield on interest-bearing
assetsl?... i ' 7.61% 7.18% 7.60%
Interest rate spread® .................... 7.23% 6.77% 7.16%

(1) Information related to restricted cash, investment securities, credit card loan receivables, allowance for loan losses, other assets, securitized borrowings,
other long-term borrowings and other liabilities and stockholders’ equity are presented on a non-GAAP as-adjusted basis. No adjustments have been made
for cash and cash equivalents, other short-term investments, other loan receivables, interest—bearing deposits, short-term borrowings and other long-term
borrowings. See “ - Reconciliations of GAAP to Non-GAAP As Adjusted Data.”

{2)  Average balances of loan receivables include non-accruing loans, which are included in the yield calculations. If the non-accruing loan balances were
excluded, there would not be a material impact on the amounts reported cbove.

{3) Interest income on credit card loans includes $225 million, $173 million and $187 million on a non-GAAP as-adjusted basis of amortization of balance
transfer fees for the years ended November 30, 2011, 2010 and 2009 respectively. :

{4)  Includes the impact of interest rate swap agreements used to change a portion of certain floating-rate credit card loan receivables to fixed-rates.

(5)  Includes federal student loans held for sale.

(6) Includes the impact of interest rate swap agreements used to change a portion of fixed-rate funding to floafing-rate funding.

(7)  Includes the impact of FDIC insurance premiums and special assessments, and all periods reflect management's product allocation methodology as of fourth
quarter 2011.

{8)  Net interest margin represents net interest income as a percentage of average total loan receivables.

{9)  Netyield on interest-bearing assets represents net inferest income as a percentage of average total inferest-earning assets.

{10} Interest rate spread represents the difference between the rote on total interest-earning assets and the rate on total interest-bearing liabilifies.
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Rate/Volume Variance Analysis!)

2011 vs. 2010 2010 vs. 2009
Volume Rate Total Volume Rate Total
Increase/(decrease) in net interest income due fo changes in: '
Interest-earning assets:
Cash and cash equivalents............ccooeivriiniie $(13,959) $ (791}  $ (14,750) $ 4,045 $ (29,750} $ (25,705)
ReSHICtEd CASH ...t e (1,377) (370} {1,747) {2,085) (12,691) (14,776)
Other short-term investments .............c.cccovevieeiicieeeeeee e (881} 85 {796) (3,379} 1,931 (1,448)
INVESIMENT SEEUIIHES ......evveeeeeeeeeeeeeceeeer e 44,085 (10,942) 33,143 28,364 (27,372) 992
Loan receivables:
Credit Card......ovieeeeceeceeeeee ettt (52,366) (129,548) (181,914) (412,055) 78,754 (333,301}
Personal loans ............ooveiiiiiciiicec et 75,537 8,891 84,428 42,066 340 42,406
Federal student loans ........c..ccveiuieveiiiieiiceeeeeeeeeee et (15,623) 5,088 {(10,535) 15,024 (1,283) 13,741
Private student loans ...........oooveeeeeeeeeeeeeeeeeeee e 55115 12,674 67,789 25915 4,395 30,310
PClStudent [0Ons ........eeoeeeeeeeeeeeeee e eee e eeeaee 225,096 — 225,096 — — —
OHREE .ttt ettt saeas (1,319) (47 4) (1,793) (711) (442) {1,153}
Total loan receivables ...........c..ccoovviveeiiviiriee e 286,440 (103,369) 183,071 (329,761) 81,764 (247,997}
Total interest iNCOME..........ccvevviirieriieeeeieeeeeeet e 314,308 {115,387) 198,921 {302,81¢) 13,882 (288,934)
Interest-bearing liabilities:
Interest-bearing deposits:
TiME dEPOSItS. .....vevveveieeecreeetieteteetetee et et et ese et et ere s (65,703) {127,237) {192,940) 107,010 (181,143) (74,133)
Money market deposits ...............c........ 4,597 (6,028} (1,431) 3,234 (2,391) (6,157)
Other interest-bearing savings deposits... 41,626 (10,983) 30,643 44,503 {793) 43,710
Total interest-bearing deposits.............coevrveereeririveieercreeeans (19,480) (144,248) {163,728} 154,747 {191,327} (36,580}
Borrowings:
Short-term borrowings ..........ccccveieieeiriirireeieieseeiciseee et 134 (2) 132 (2,123} {414) (2,537)
Securitized borrowings ..........ccceoiriirieieieictiee e (21,427) 84,035 62,608 (86,431) 4,751 (81,680)
Other long-term borrowings.............c.oocooveieiiieiieceeeecee (16,545) 19,097 2,552 53,016 45,270 98,286
Total BOrrowings........covevereiiriieiieiicreeieee e (37,838) 103,130 65,292 {35,538) 49,607 14,069
Total inferest EXPEnse .........cvcveveerieiereriiniereeeeieseeeseievseeesnans {57,318) (41,118) {98,436} 119,209 {141,720) (22,511)
Net interest iNCOME .......c.covvveereeeeereeeeereeereereeceieeeereeeeresan s $371,626  $ (74,269) $297,357  ${422,025) $155602  $(266,423)

{1} The rate/volume variance for each category has been allocated on a consistent basis between rate and volume variances between November 30,
2011, November 30, 2010 and November 30, 2009 on a non-GAAP as-adjusted basis, based on the percentage of the rate or volume variance to the sum
of the two absolute variances.
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Loan Quality

Loan receivables consist of the following (dollars in thousands):

“ For the Years Ended November 30,

2009 2008 2007
{Non-GAAP {Non-GAAP {Non-GAAP
2011 2010 As-Adjusted’)  As-Adjusted’)  As-Adjusted’)
Loans held for SAle .....o.veeeee et $ 714180 $ 788,101 $ — $ — $ —
Loan portfolio:
Credit card loans:
DiSCOVEr P« 46,419,544 44,904,267 47,055,215 49,226,801 47,695,106
Discover business card 219,081 252,727 404,149 466,173 234,136
Total credit card 10ans. ..........ocoovveviiiieeieeiecieeee e 46,638,625 45,156,994 47,459,364 49,692,974 47,929,242
Other consumer loans:
2,648,051 1,877,633 1,394,379 1,028,093 165,529
— — 1,352,587 167,749 4,380
2,069,001 999,322 579,679 132,180 8,440
16,690 14,363 68,137 74,282 72,845
Total other consumer loans 4,733,742 2,891,318 3,394,782 1,402,304 251,194
PCl student [oansi2..........ocoooieeeeeeeeeeeeee et 5,250,388 —_ — — —
Total loan porfolio .........cooieiiiiiricit e 56,622,755 48,048,312 50,854,146 51,095,278 48,180,436
Total loan receivables ................ et e eraas 57,336,935 48,836,413 50,854,146 51,095,278 48,180,436
Allowance for [oan 108Ses........oooeeeeeieeiee e (2,205,196) (3,304,118) {3,902,360) (2,754,357) (1,731,655)
Net loan receivables .........coooveeomioiieeeeei e $55,131,739  $45,532,295  $46,951,786  $48,340,921 $46,448,781

(1) Discover card loan balances and the allowance for loan losses are presented on a non-GAAP as-adjusted basis. No adjustments have been made to loans

held for sale, Discover business card, personal loans, federal or private student loans or other loans. See reconciliation in “ — Reconciliations of GAAP to
Non-GAAP As-Adjusted Data.”

{2) Represents purchased credit-impaired private student loans which do not have a related allowance for loan losses or charge-offs {see Note 6: Loan
Receivables to our consolidated financial statements).

Provision and Allowance for Loan Losses
Provision for loan losses is the expense related to maintaining the allowance for loan losses at an appropriate level to

absorb the estimated probable losses in the loan portfolio at each period end date. Factors that influence the provision for
loan losses include:

* The impact of general economic conditions on the consumer, including unemployment levels, bankruptcy trends and
interest rate movements;

Changes in consumer spending and payment behaviors;

Changes in our loan portfolio, including the overall mix of accounts, products and loan balances within the portfolio;

The level and direction of historical and anticipated loan delinquencies and charge-offs;

The credit quality of the loan portfolio, which reflects, among other factors, our credit granting practices and
effectiveness of collection efforts; and

* Regulatory changes or new regulatory guidance.

In calculating the allowance for loan losses, we estimate probable losses separately for segments of the loan portfolio
that have similar risk characteristics, such as credit card and other consumer loans. For consumer loans, we use a
migration analysis to estimate the likelihood that a loan will progress through the various stages of delinquency. We use
other analyses to estimate losses incurred from non-delinquent accounts which adds an additional element to the
identification of loss emergence. We use these analyses together fo determine our allowance for loan losses.

For the year ended November 30, 2011, the provision for loan losses decreased $2.2 billion as compared to the year
ended November 30, 2010. This decrease was primarily due to improved credit performance, which resulted in a decline
in the level of net charge-offs, discussed in “ — Net Charge-offs” below. Improvements in credit performance were also
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evidenced by a decline in the delinquency rate for the year, which was the primary driver of the reduction in the
allowance for loan losses. At November 30, 2011, the allowance for loan losses was $2.2 billion, a decrease of $1.1
billion from November 30, 2010.

For the year ended November 30, 2010, the provision for loan losses decreased $1.9 billion as compared fo the year
ended November 30, 2009 on a non-GAAP as-adjusted basis. This decrease was attributable to lower net charge-offs
and a reduction in the allowance for loan losses. The reduction in the allowance for loan losses was due to improved
delinquency statistics, which resulted in lower loan loss reserve rates, as well as a $2.3 billion decline in the level of credit
card loans. More specifically, our allowance at November 30, 2010 was $3.3 billion, a decline of $598 million as
compared to November 30, 2009 on a non-GAAP as-adjusted basis. This full-year net reduction in the allowance
includes a $305 million increase to the allowance in the first quarter 2010 upon management's consideration of refined
analytics that expanded its ability to identify loss emergence.

At November 30, 2011, the level of the allowance related to other consumer loans increased by $40 million as compared
to November 30, 2010 mainly due to the increase in private student loan receivables as well as the seasoning of the loan
portfolio. At November 30, 2010, the level of the allowance related to other consumer loans decreased by $16 million as .
compared to November 30, 2009. This was largely atiributable to a decline in our personal loan reserve rate due to credit
improvement in that portfolio. This was partially offset by a reserve increase related to a higher level of private student loans.

The following table provides changes in our allowance for loan losses for the periods presented (dollars in thousands):
‘ For the Year Ended November 30,

2009 2008 2007
(Non-GAAP {Non-GAAP {Non-GAAP
2011 2010 As-Adjusted’)  As-Adjusted’) As-Adjusted)
Balance at beginning of period ............cccoeeiieeicieiceieeeee e $3,304,118  $1,757,899 $2,754,357  $1,731,655 $ 1,632,291
Additions: )
Addition to allowance related to securitized receivablesi? .................... — 2,144,461 — — —
Provision for 10an l0sses. ..........cocveeuireree et 1,013,350 3,206,705 5,123,030 3,476,644 1,896,753
Deductions:
Charge-off related to loans sold .............ccccoiiiiiiiiiie e — (25,342) — — —
Charge-offs:
DISCOVET COMd ...ttt e (2,594,169) (4,094,236} (4,242,494) (2,832,771) (2,201 741)
Discover business card ..... (21,154) (59,986) (62,115) (19,814) (2,418)
Total credit card loans (2,615,323) (4,154,222) (4,304,609} (2,852,585) (2,204,159}
Personal loans ..........covevviiiiieriieiei e et (69,273) (92,351) (68,590} (7,974) {1,857)
Federal student loans .... — {719) — — —
Private student loans ... (7,931) (2,783) (468) (8} —
Other ..o (1,315) {(1,018) (22) (83) (25)
Total other consumer loans (78,519) (96,871) (69,080} {8,065) (1,882)
Total charge-offs...........ccceieeieueiieiceceeeceeee e (2,693,842) (4,251,093) (4,373,689) (2,860,650) (2,206,041)
Recoveries:
DISCOVET COMT .. enve e e et eree e e s e e e eneneneeeeaeens 575,838 466,548 396,483 405,844 407,606
Discover business ard .........ccocuveiviimeeeeeiieeeeeeeeee e eeeene 3,642 3,549 1,233 272 35
Total credit card 1oans ..........oooveoeeeoeeeeeee e 579,480 470,097 397,716 406,116 407,641
1,985 1,307 206 576 988
101 38 2 — —
4 46 38 16 23
Total other consumer loans 2,090 1,391 946 592 1,01
Total recoveries 581,570 471,488 398,662 406,708 408,652
Net charge-offs (2,112,272) (3,779,605) (3,975,027) (2,453,942) (1,797,389)
Balance at end of period........cccoveeierrienieieiciicee e $2,205,196 $3,304,118  $3,902,360  $2,754,357  $1,731,655

(1) Information related to Discover card and total loans is presented on an adjusted basis. No adjustments have been made for Discover business card, personal
loans, federal and private student loans or other loans. See reconciliation in “ — Reconciliations of GAAP to Non-GAAP As-Adjusted Data.”

(2)  On December 1, 2009, upon adoption of the Financial Accounting Standards Board {“FASB”) Statements No. 166 and 167, the Company recorded $2.1
billion allowance for loan losses related to newly consolidated and reclassified credit card loan receivables.
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The following table presents a breakdown of the allowance for loan losses (dollars in thousands):
For the Years Ended November 30,

2009 2008 2007

(Non-GAAP  (Non-GAAP  (Non-GAAP

2011 2010 As-Adjusted’)  As-Adjusted!)  As-Adjusted?)
$2,058,247 $3,182,603  $3,731,568 $2,664,986 $1,714,237
11,914 26285 59979 32,597 8,279
2,070,161 3,208,888 3,791,547 - 2,697,583 1,722,516
82,075 76,087 95,056 51,742 8,310
— — 968 142 4
52,740 18,569 13,734 4,292 256
220 574 1,055 598 569
135,035 95,230 110,813 56,774 2,139

$2,205,196  $3,304,118  $3,902,360 $2,754,357 $1,731,655

(1) Information related to the allowance on Discover card, total credit card and total loan receivables is presented on an adjusted basis. No adjustments have
been made for Discover business card, federal and private student loans, personal loans or other loans. See reconciliation in “ — Reconciliations of GAAP to
Non-GAAP As-Adjusted Data.”

Net Charge-offs

Our net charge-offs include the principal amount of losses charged-off less principal recoveries and exclude
charged-off interest and fees, recoveries of inferest and fees and fraud losses. Charged-off and recovered interest and
fees are recorded in interest and loan fee income, respectively, which is effectively a reclassification of the loan loss
provision, while fraud losses are recorded in other expense. Credit card loan receivables are charged-off at the end of
the month during which an account becomes 180 days contractually past due. Closed-end consumer loan receivables are
generally charged-off at the end of the month during which an account becomes 120 days contractually past due.
Generally, customer bankruptcies and probate accounts are charged-off at the end of the month 60 days following the
receipt of notification of the bankruptcy or death but not later than the 180-day or 120-day contractual time frame.

The following table presents amounts and rates of net charge-offs of key loan portfolio segments (dollars in thousands):
For the Years Ended November 30,

2009 , 2008 2007
(Non-GAAP {Non-GAAP {Non-GAAP
2011 2010 As-Adjusted) As-Adjusted) As-Adjusted)
$ % $ % $ % $ % $ %
Credit card loans ........... e $2,035,843 4.50% $3,684,125 8.08% $3,906,893 8.00% $2,446,469 507% $1,796,518 3.84%
Personal loans ...............cccceeoeo.. $ 67288 3.02% $ 91,044 572% $ 67,684 553% $ 7398 1.19% $ 869 3.43%
Private student loans (excluding )

PCIRY e $ 7830 0.48% $ 2,745 033% $ 466 0.05% $ 8 0.01% $ — — %

(1) Information related fo credit card loan receivables for years prior to 2010 is presented on a non-GAAP as-adjusted basis. No adjustments have been made
for personal loan or private student loan receivables. See reconciliation in “ — Reconciliations of GAAP to Non-GAAP As-Adjusted Data.”

(2)  Charge-offs for PCl loans did not result in a charge to earnings during 2011 and are therefore excluded from the calculation. See Note 6: Loan Receivables
to our consolidated financial statements for more information regarding the accounting for charge-offs on PCl loans.

The net charge-off rate on our credit card loan receivables decreased 358 basis points for the year ended
November 30, 2011 as compared fo the year ended November 30, 2010. The decrease in net charge-offs was
attributable to improvement in both contractual and bankruptcy related charge-offs subsequent to a peak in the level of
charge-offs in the first quarter of 2010. Furthermore, during the year ended November 30, 2011 there were higher levels
of recoveries as compared to the same periods in 2010. As relatively few newly originated student loans had entered
repayment in 2011, the net charge-off rate on student loans remained low in 2011 similar to the prior year.

The amount of charge-offs on credit card loans decreased for the year ended November 30, 2010 compared to the
year ended November 30, 2009 on a non-GAAP as-adjusted basis. The level of contractual and bankruptcy charge-offs
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had peaked by the end of the first quarter of 2010 and then declined throughout 2010 as a result of improvement in the
economic environment. However, the net charge-off rate on our credit card loans increased slightly for the year ended
November 30, 2010 compared to the year ended November 30, 2009 on a non-GAAP as-adjusted basis due to a lower
average level of credit card loans. The seasoning of our personal loan portfolio led to higher charge-off amounts during
the year ended November 30, 2010 as compared to 2009. Similar to 2011, there were low levels of student loans in
repayment in 2010 and thus minimal levels of net charge-offs.

Delinquencies

Delinquencies are an indicator of credit quality at a point in time. Loan balances are considered delinquent when
contractual payments on the loan become 30 days past due. Information related to loans 90 days or more delinquent and
accruing interest is provided in Note 6: Loan Receivables to our consolidated financial statements.

The following table presents the amounts and delinquency rates of key loan portfolio segments that are 30 and 90 days
or more delinquent, loan receivables that are not accruing interest, regardless of delinquency and restructured loans
(dollars in thousands):

For the Years Ended November 30,

2009 2008 2007
(Non-GAAP (Non-GAAP {Non-GAAP
201 2010 As-Adjusted?) As-Adjusted?) As-Adjusted?)
$ % $ % $ % $ % $ %
Loans 30 days delinquent or
MOTE: evveataerneeseeeseeeeennes
Credit card loans .. $1,116,851 2.39% $1,831,119 4.06% $2,656,689 5.60% $2,316,523 4.66% $1,719,522 3.59%

$ 22966 087% $ 29486 1.57% $ 30210 217% $ 10,859 1.06% $ 466 0.28%

Personal loans
Private student loans {excluding

PCloans™) ....ocoveenee $ 13065 0463% $ 5030 050% § 491 0.13% $ 37 009% $ 19 1.05%
Loans 90 days delinquent or

Credit card loans ................... $ 559674 1.20% $ 958,216 2.12% $1,393,474 2.94% $1,102,566 2.22% $ 804,414 1.68%
Personal foans....................... $ 7362 028% $ 10,670 057% $ 9839 071% $ 2582 025% $ 110 0.07%
Private student loans (excluding
PClloanstt) .....coeevveeneeneee $ 2,992 0.14% $ 1,408 0.14% $ 97 003% $ — —% $ 9 0.51%
Loans not accruing inferest............. $ 207,138 0.40% $ 325900 0.68% $ 438,278 086% $ 366,508 072% $ 256,694 0.53%
Restructured loans
Credit card loansi®i4l .. ............ $1,216,738 2.61% . $ 305344 0.68% $ 218,182 0.46% $ _ —% $ —_ — %
Personal loans.......cc.cccovennn. $ 7635 029% $ — —% $ — —% $ — — % $ — — %
Private student loans {excluding
PClloans) .....ccoecvverveeennns $ 5439 0.26% $ — — % $ — —% $ — — % $ — — %

(1) Excludes PCI loans which are accounted for on a pooled basis. Since a pool is accounted for as a single asset with a single composite interest rate and
aggregate expectation of cash flows, the past-due status of a pool, or that of the individual loans within a pool, is not meaningful. Because we are
recognizing interest income on a pool of loans, it is all considered to be performing.

{2} Information related to credit card loan receivables for years prior to 2010 is presented on a non-GAAP as-adjusted basis. No adjustments have been made
for personal loan or private student loan receivables. See reconciliation in “ — Reconciliations of GAAP to Non-GAAP As-Adjusted Data.”

{3)  Restructured loans include $37.9 million, $35.0 million and $9.7 million for the years ended November 30, 2011, 2010 and 2009, respectively, that are
also included in loans over 90 days delinquent or more.

(4)  Data not available for the years ended November 30, 2008 and 2007.

Both credit card and personal loan receivables delinquency rates at November 30, 2011 have generally declined as
compared to November 30, 2010 due to continued improvement in customer financial performance, which has resulted
in improvements in both over 30-day and over 90-day delinquency balances. The decline is also attributable to proactive
customer account management. The rate for over 30-day delinquency balances increased for private student loan
balances due to the seasoning of our loan portfolio for the year ended November 30, 2011 as compared to the same
period in 2010. The rate for over 90-day cfelinquency balances for private student loan balances was flat for the year
ended November 30, 2011 as compared to 2010. Loan receivables not accruing interest at November 30, 2011
decreased compared to the prior year primarily as a result of a decrease in the number of bankruptcies. Restructured
credit card loans at November 30, 2011 increased to $1.2 billion from $305.3 million at November 30, 2010 because
we began accounting for credit card loans modified through temporary hardship and external programs as troubled debt
restructurings during 2011.



The delinquency rates of credit card loans over 30-day and over 90-day delinquent have both decreased at
November 30, 2010 as compared to November 30, 2009 on a non-GAAP as-adjusted basis. The delinquency rates on
personal loans also experienced improvement in 2010 as compared to 2009. Similar to 2011, the decline in delinquency
rates for both credit card and personal loans is due to improvements in customer financial performance and proactive
customer account management. Loan receivables not accruing interest at November 30, 2010 decreased as compared to
November 30, 2009 on a non-GAAP as-adjusted basis, as a result of a decrease in bankruptcy notifications.
Restructured loans ot November 30, 2010 increased as compared to November 30, 2009 due fo the volume that entered
a permanent program as a result of an increased focus on collection in 2010.

Maturities and Sensitivities of Loan Receivables to Changes in Inferest Rates
Our loan portfolio had the following maturity distribution(!) at November 30, 2011 (dollars in thousands):

Due After
Due One One Year
Year or Through Due After
Less Five Years Five Years Total

Credit COMd IOANS. ...c..eoeeiiiee ettt r et et et e et sae e nar s $14,892,116 $24,928,752 $ 6,817,757 $46,638,625
Personal loans 27,703 1,939,777 680,571 2,648,051
Private student loans (excluding PCUY ettt ea e e e eea e 306,492 220,587 1,541,922 2,069,001
PCI private sudent I00NS..........c.ovrivireeceieeiiire ettt ese et e e sreraesere s seseesenes 14,068 311,456 4,924,864 5,250,388
OHher CONSUMET IOOMS <ot e ettt e et e e e eet e e e e e e e seaeeeeaan 273 12 16,405 16,690
Total 100N POMFONO ......vevee ittt $15,240,652 $27,400,584 $13,981,519 $56,622,755

{1)  Because of the uncerfainty regarding loan repayment patterns, the above amounts have been calculated using contractually required minimum payments.
Historically, actual loan repayments have been higher than such minimum payments and, therefore, the above amounts may not necessarily be indicafive of
our actual loan repayments.

At November 30, 2011, approximately $28.0 billion of our loan portfolio due after one year had interest rates fied to
an index and approximately $13.4 billion were fixed rate loans. '

Modified and Restructured Loans

We have loan medification programs that provide for temporary or permanent hardship relief for our credit card loans
to borrowers experiencing financial difficulties. The temporary hardship program primarily consists of a reduced
minimum payment and an interest rate reduction, both lasting for a period no longer than twelve months. The permanent
workout program involves changing the structure of the loan to a fixed payment loan with a maturity no longer than 60
months and reducing the inferest rate on the loan. The permanent programs do not normally provide for the forgiveness
of unpaid principal, but may allow for the reversal of certain unpaid interest or fee assessments. We also make loan
modifications for customers who request financial assistance through external sources, such as a consumer credit
counseling agency program. These loans continue to be subject to the original minimum payment terms and do not
normally include waiver of unpaid principal, interest or fees. For additional information regarding the accounting
treatment for these loans as well as amounts recorded in the financial statements related to these loans, see Note 6: Loan
Receivables to our consolidated financial statements.

For student loan borrowers, in certain situations we offer payment forbearance to borrowers who are experiencing
temporary financial difficulties and are willing to resume making payments. When a delinquent borrower is granted a
second forbearance period, we classify these loans as troubled debt restructurings. Approximately $5.4 million of loans
in our student loan portfolio are considered troubled debt restructurings. Borrower performance affer using forbearance is
monitored and the method has proven effective in helping to prevent defaults and in assisting customers experiencing
temporary financial difficulties. We plan to continue fo use forbearance, and as a result, we expect to have additional
loans classified as froubled debt restructurings in the future.

For personal loan customers, in certain situations we offer various payment programs, including femporary and
permanent programs. The temporary programs normally consist of a reduction of the minimum payment for a period of
no longer than twelve months with a final balloon payment required at the end of the loan term. The permanent program
involves changing the ferms of the loan in order to payoff the outstanding balance over the new term for a period no
longer than four years. The fotal term may not exceed nine years. We also allow loan modifications for customers who
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request financial assistance through external sources, similar to our credit card customers discussed above. Payments are
modified based on the new terms agreed upon with the credit counseling agency. Personal loans included in permanent
programs are accounted for as troubled debt restructurings.

Other Income
The following table presents the components of other income for the periods presented (dollars in thousands):

2011 vs. 2010 2010 vs. 2009

For the Years Ended November 30, increase (decrease)  increase (decrease)
2009
(Non-GAAP

2011 2010 As-Adjusted’) $ % $ %
Discount and interchange revenuel? ...........c..coooviienenncioeee. $1,083,847 $1,055,359 $ 984,088 $ 28,488 3% $ 71,271 7%
FEE PrOdUCHS ... ...ttt st s 428,193 412,497 403,246 15,696 4% 9,251 2%
LOON FEE TNCOME ...t ee e 338,147 339,797 494,305 (1,500 — % (154,508) (31%)
Transacfion processing revenUE .............ovveeverieeieeeiienieanniens 179,989 149,946 125,201 30,043 20% 24,745 20%
Merchant 885 ... 16,184 28,461 44,248 (12,277) {43%) (15,787) (36%)

(Loss) gain on investments.............coccvvieiniinnninnieiieeieins (3,622) 19,131 (3,826) (22,753) (119%) 22,957 NM
OIhEr INCOME vvvvveoeoe e seeeeeeeseeeeeeeeeee e 162,436 89,808 138,802 72,628  81%  (48,994) (35%)
Total other iNCOMe......c.vvieviieceieeceeceeeee e $2,205,174  $2,094,999  $2,186,064 $110,175 5% $ (91,065) (4%)

(1) See “ - Reconciliations of GAAP to Non-GAAP As-Adjusted Data.”
(2)  Net of rewards, including Cashback Bonus rewards, of $879 million, $738 million and $670 million for the years ended November 30, 2011, 2010 and
2009 respectively.

Total other income increased for the year ended November 30, 2011 as compared fo the year ended November 30,
2010 due fo increases in discount and interchange revenue, fee product revenue, transaction processing revenue and
other income, partially offset by lower merchant fees and a decrease in gain on investments. These key drivers as well as
other factors are discussed in more detail below.

Total other income decreased in the year ended November 30, 2010 compared to the year ended November 30,
2009 on a non-GAAP as-adjusted basis as lower loan fees and other income were partially offset by higher revenues
from discount and interchange, transaction processing revenue and a $19.6 million gain relating fo the liquidation of
collateral supporting the asset-backed commercial paper notes of Golden Key. These key drivers as well as other factors
are discussed in more defail below.

Discount and Interchange Revenuve

Discount and interchange revenue includes discount revenue and acquirer interchange net of interchange paid fo third-
party issuers. We earn discount revenue from fees charged to merchants with whom we have entered into card
acceptance agreements for processing credit card purchase transactions. We earn acquirer interchange revenue from
merchant acquirers on all Discover Network card transactions and certain Diners Club transactions made by credit card
customers at merchants with whom merchant acquirers have entered into card acceptance agreements for processing
credit card purchase fransactions. We incur an interchange cost to card issuing entities that have entered into contractual
arrangements to issue cards on the Discover Network and on certain transactions on the Diners Club network. This cost is
contractually established and is based on the card issuing organization’s transaction volume and is reported as a
reduction to discount and interchange revenue. We offer our customers various reward programs, including the
Cashback Bonus reward program, pursuant to which we pay certain customers a percentage of their purchase amounts
based on the type and volume of the customer’s purchases. Reward costs are recorded as a reduction to discount and
interchange revenue.

Sales volume increased during the years ended November 30, 2011 and 2010, driving an increase in discount and
interchange revenue that was partially offset by a higher level of rewards. In fotal, our gross discount and interchange
revenue increased by $170 million for the year ended November 30, 2011 as compared to the year ended
November 30, 2010, which was partially offset by a $141 million increase in Cashback Bonus rewards earned by our
customers. For the year ended November 30, 2010 as compared to the year ended November 30, 2009 on a
non-GAAP as-adjusted basis, our gross discount and interchange revenue increased by $140 million, which was partially
offset by a $68 million increase in Cashback Bonus rewards earned by our customers.
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Fee Products

We earn revenue related to fees received for selling ancillary products and services, including payment protection and
identity theft protection services, to customers. The amount of revenue recorded is generally based on either a percentage
of a customer’s outstanding balance or a flat fee and is recognized as earned. Fee products income increased for the
yea(ri ended November 30, 2011 as compared to the year ended 2010 primarily due to lower chargeoffs related to these
products.

Fee products income increased slightly for the year ended November 30, 2010, as compared fo the year ended
November 30, 2009 on a non-GAAP as-adjusted basis primarily due to an increase in revenue from our identity theft
protection product.

Loan Fee Income

Loan fee income consists primarily of fees on credit card loans and includes late, overlimit, cash advance,
pay-by-phone and other miscellaneous fees. However, as a result of legislative changes that became effective in 2010,
we no longer charge overlimit or pay-by-phone fees on consumer credit card loans and additional legislative changes
also resulted in modifications to our late fee policy beginning August 2010.

Loan fee income was flat for the year ended November 30, 2011 as compared to the year ended November 30,
2010. Although late fees decreased in 2011 due to the modifications discussed above, this was offset by higher overlimit
fees in 2011 as there was a heightened amount of overlimit fee charge-offs in 2010. Although there was no material
income relating fo overlimit fees during 2011, there was a significant amount of overlimit fees that were delinquent in
February 2010 and were subsequently charged off. In 2010, loan fee income decreased substantially as compared to
2009 on a non-GAAP as-adjusted basis, primarily due to the legislative changes mentioned above. We had a minimal
level of overlimit fees in 2010 as compared to $82 million in 2009 on a non-GAAP as-adjusted basis, which was the last
year in which we charged overlimit fees throughout the entire year (overlimit fees were $44 million in 2009 on a GAAP
basis). Additionally, our late fee income declined by $45 million in 2010 as compared to 2009 on a non-GAAP
as-adjusted basis. This was due in part to the legislative changes mentioned above, but also due to a higher level of late
payment incidences in 2009 as a result of the credit environment at that time.

Merchant Fees

To broaden merchant acceptance of Discover Network cards, we began outsourcing our acquisition and servicing of
small and mid-sized merchants to merchant acquiring organizations in late 2006. We have also sold small and mid-size
merchant porffolios to third-party acquirers fo facilitate integrated servicing and to reduce costs. As we have moved away
from direct merchant relationships, our merchant fee income and related costs have declined to $16 million in 2011 as
compared to $28 million in 2010 and $44 million in 2009. The lower income per transaction is generally offset by
increased volume due to broader acceptance.

Transaction Processing Revenue

Transaction processing revenue represents switch fees charged to financial institutions and merchants for processing
ATM, debit and point-of-sale transactions over the PULSE network, as well as various participation and membership fees.
Switch fees are charged on a per fransaction basis. Transaction processing revenue increased for 2011 as compared to
2010, as well as for 2010 compared to 2009, primarily due to continued higher transaction volumes at PULSE partially
offset by increased business development costs. ’

Gain (Loss) on Investments

Gain (loss) on investment securifies includes realized gains and losses on the sale of investments as well as any
write-downs of investment securities fo fair value when the decline in fair value is considered other than temporary. Gain
(loss) on investment securities in 2010 included a gain of $19.6 million which related to the liquidation of collateral

supporting the asset-backed commercial paper notes of Golden Key. There was not a similar benefit recognized in 2011
or 2009.

Other Income

Other income includes royalty revenues earned by Diners Club, revenue from the transition service agreements related
to the acquisition of SLC, revenue from merchants related to reward programs, revenues from third-party issuers and
other miscellaneous revenue items.



Other income increased for the year ended November 30, 2011 as compared to November 30, 2010 due to the
acquisition of SLC in the first quarter of 2011 which resulted in the inclusion of transition service agreement revenue
totaling $27 million as well as a bargain purchase gain of $7 million. For the year ended November 30, 2011 other
income included a $5 million gain relating to fair value adjustments on our loans held for sale as compared to a
$23 million loss related to the initial write down of those same loans during the year ended November 30, 2010.

Other income decreased in 2010 as compared to 2009. In 2010 revenue from the referral of declined applications to
third-party issuers was lower as compared to the prior years due to a lower level of acquisition activity. In addition, other
income included the $23 million loss as further described above.

Other Expense
The following table represents the components of other expense for the periods presented (dollars in thousands):

2011 vs. 2010 2010 vs. 2009

For the Years Ended November 30, increase (decrease) increase (decrease)
‘ 2009
{Non-GAAP

2011 - 2010 As-Adjusted’) $ % $ %
Employee compensation and benefits ...........c..ccvninnne. $ 914,344 $ 802,649 § 827,683 $111,695 14%  $(25,034) (3%)
Marketing and business development...........ccccccccoeeeieee. 537,486 463,086 406,020 74,400 16% 57,066 14%
Information processing and communications .................... 263,741 258,111 289,209 5,630 2% (31,098) {11%)
Professional fEes ......ccvviveeeeeieeeeeeeeeeeie e 415,275 342,648 321,329 72,627 21% 21,319 7%
Premises and €QUIPMENt .........ceveveveeeniieeenereceeenes 71,128 70,274 73,014 854 1% (2,740) (4%}
Other eXPeNSe.......c..euieierieerriteerieeeeeree e reeeereeeeeee s 339,193 245,897 304,841 93,296 38% (58,944) (19%)
Total other eXpense..........ccvevevereverrrrcrcse e $2,541,167 $2,182,665 $2,222,096 $358,502 16% $(39,431) (2%)

(1) See “ - Reconciliations of GAAP to Non-GAAP As-Adjusted Data.”

Total other expense increased $358 million in 2011 as compared to 2010. This increase was primarily driven by the
acquisifion of SLC, growth and infrastructure investments made to expand the loan portfolio, network acceptance and
deposits, and the associated impacts on headcount and compensation. Increased marketing and business development
costs were primarily driven by higher investments in new credit card account acquisitions and new originations in student
and personal loans enabled by the strong credit performance experienced in 2011. Professional fees increased due to
higher costs related to key technology and growth initiatives, along with costs related to the SLC acquisition and higher
costs related fo recovering charged-off accounts. Other expense increased compared to prior year due to higher fraud
related costs and an increase in legal reserves related to pending litigation. In addition, 2010 other expense included @
$29 million non-recurring benefit related to the reversal of expense that had been recorded related to the payment to
Morgan Stanley under an amendment to the special dividend agreement. There was not a similar benefit in 2011.

Total other expense decreased $39 million in 2010 as compared to 2009 on a non-GAAP as-adjusted basis.
Employee compensation and benefits expense decreased as we reduced our cost base under uncertain economic
conditions in 2009 and into 2010. Information processing and communications expense was lower in 2010 than in 2009
due to our efforts to reduce costs associated with ongoing contracts. Other expense was lower in 2010 due fo (i) a
$29 million nonrecurring benefit discussed above; (i) a $20 million restructuring charge recorded during the second
quarter 2009 as a result of the reduction in headcount and {iii) a $14 million decline in costs relating to fraud. These
declines in expenses were partially offset by an increase in marketing expenses, due to increased advertising and
promotional marketing expenses and higher investments in account acquisition, and an increase in professional fees, due
to higher collection fees and advisory expenses related to the acquisition of SLC.



Income Tax Expense -
The following table reconciles the Company’s effective fax rate to the U.S. federal statutory income tax rate:

For the Year Ended November 30,
2011 2010 2009

U.S. federal statulory iNCOME tax FAt .........cocoiiiiiririieir ettt 35.0% 35.0% 35.0%
U.S. state and local income taxes and other income taxes, net of U.S. federal income tax benefits 2.4 4.1 4.1
Valuation allowance — capital l08s.............eceriiiriciieiririiec e e {0.6) — 1.1
OREI e eeeeeeeees et s oo ettt (0.2) 0.6 (0.4)
EffECHVE INCOME TUX TOIE ..vveeeeieiie et eteete ettt e e ettt ste s eesaeen e et e essesteneeresaneassesseasettensenentesesesesssaseanens 36.6% 39.7% 39.8%

Income tax expense increased $780.5 million, or 155%, for the year ended November 30, 2011 as compared to the
year ended November 30, 2010, which resulted from an increase in pretax income. The effective tax rate decreased
3.1% for the year ended November 30, 2011 from 39.7% for the year ended November 30, 2010. In 2011, we
received confirmation of a state’s treatment on a previously uncertain tax position and the settlement of certain state
examination issues which resulted in the release of related reserves. We dlso released the valuation allowance previously
recognized in May 2009 on a tax benefit arising from the capital loss associated with sale of the Goldfish business unit.
These reserve releases contributed to the decrease in the effective tax rate.

For 2010, we had tax expense of $504 million as compared to a tax benefit of $92 million for 2009. The increase
was the result of shifting from a non-GAAP as-adjusted pretax loss position in 2009 fo a pretax income position in 2010.
2010 also included $49.9 million of state tax expense which was attributable to an increase in pretax income and tax
liabilities in additional states. '

Liquidity and Capital Resources

Funding and Liquidity

We seek fo maintain diversified funding sources and a strong liquidity profile in order to fund our business and repay
or refinance our maturing obligations. In addition, we seek to achieve an appropriate maturity profile and utilize a cost-
effective mix of funding sources. Our primary funding sources include deposits, sourced directly from consumers or
through brokers, term asset-backed securitizations, private asset-backed securitizations and long-term borrowings.

Funding Sources

Deposits. We offer deposit products, including certificates of deposit, money market accounts, online savings accounts
and Individual Retirement Account (“IRA”) certificates of deposit, to customers through two channels: (i) through direct
marketing, internet origination and affinity relationships {“direct-to-consumer deposits”); and {ii) indirectly through
contractual arrangements with securities brokerage firms (“brokered deposits”).

At November 30, 2011, we had $26.2 billion of direct-to-consumer deposits and $13.3 billion of brokered deposits.
Maturities of our cerfificates of deposit range from one month to ten years, with a weighted average maturity of 20

months at November 30, 2011. The following table summarizes deposits by contractual maturity as of
November 30, 2011 (dollars in thousands):

Over Six
Over Three ~ Months
Months Through
Three Months  Through Twelve  Over Twelve

Total or Less Six Months Months Months
Certificates of deposit in amounts less than $100,00000...............ccceceveeeenenee.. $20,114,121  $ 2,185,259 $2,805,104 $4,079,327 $11,044,431
Certificates of deposit in amounts of $100,000 to less than $250,00000............ 5,290,405 736,464 601,541 1,360,325 2,592,075
Ceriificates of deposit in amounts of $250,000(1 or greater 1,189,779 226,874 134,194 290,787 537,924

Savings deposits, including money market deposit accounts 12,869,582 12,869,582 — — —
Total interest-bearing deposits .............cooveveeeciviiiiiieeeeeeeeeeeee e $39,463,887 $16,018,179  $3,540,839 $5,730,439 $14,174,430

{1} $100,000 represents the basic insurance amount previously covered by the FDIC. Effective July 21, 2010, the basic insurance per depositor was
permanently increased fo $250,000.



Credit Card Securitization Financing. We use the securitization of credit card receivables as an additional source of
funding. We access the asset-backed securitization market using the Discover Card Master Trust | (“DCMT”) and the
Discover Card Execution Note Trust (“DCENT”), through which we issue asset-backed securities both publicly and through

private transactions.

The DCMT structure utilizes Class A and Class B certificates held by third parties, with credit enhancement provided by
the subordinated Class B certificates, cash collateral accounts and subordinated Series 2009-CE. The DCENT structure
utilizes four classes of securities with declining levels of seniority (Class A, B, C and D), with credit enhancement provided
by the more subordinated classes of notes. We retain significant exposure to the performance of trust assets through
holdings of the seller’s interest and subordinated security classes of DCMT and DCENT.

The securitization structures include cerfain features designed to protect investors. The primary feature relates to the
availability and adequacy of cash flows in the securitized pool of receivables fo meet contractual requirements, the
insufficiency of which triggers early repayment of the securities. We refer to this as “economic early amortization,” which
is based on excess spread levels. Excess spread is the amount by which income received by a trust during a collection
period, including interest collections, fees and interchange, exceeds the fees and expenses of the trust during such
collection period, including interest expense, servicing fees and charged-off receivables. Our excess spread previously
included the amount of certain principal collections available to be reallocated from Series 2009-SD, which enhanced
securities of both DCMT and DCENT. Series 2009-SD matured on January 17, 2012, and as prescribed in amendments
to the governing documents which became effective in January 2010, the size of the Class D {2009-1) note was
increased. In the event of an economic early amortization, which would occur if the excess spread fell below 0% on a
three-month rolling average basis, we would be required to repay the affected outstanding securitized borrowings using
available collections received by the trust (the period of ultimate repayment would be determined by the amount and
timing of collections received). An early amortization event would negatively impact our liquidity, and require us to utilize
our available non-securitization related contingent liquidity or rely on alternative funding sources, which may or may not
be available at the time. As of November 30, 2011, the 3-month rolling average excess spread was 17.43%, however,
the maturity of Series 2009-SD on January 17, 2012 will have the effect of somewhat reducing the trusts’ excess spread
in periods thereafter.

Anocther feature of our securitization structure, which is applicable only to the notes issued from DCENT, is a reserve
account funding requirement in which, in limited circumstances, excess cash flows generated by the transferred loan
receivables are held at the trust. This funding requirement is triggered when DCENT's three-month average excess spread
rate decreases to below 4.50%, with increasing funding requirements as excess spread levels decline below preset levels
to 0%. See Note 7: Credit Card and Student Loan Securitization Activities to our consolidated financial statements for

_additional information regarding the structures of DCMT and DCENT and for tables providing information concerning -
investors’ interests and related excess spreads at November 30, 2011.

At November 30, 2011, we had $13.0 billion of outstanding public asset-backed securities, $0.3 billion of
outstanding private asset-backed securitizations and $5.2 billion of outstanding asset-backed securities that had been
issued to our wholly-owned subsidiaries. The following table summarizes expected contractual maturities of the investors’
interests in credit card securitizations excluding those that have been issued to our wholly-owned subsidiaries at
November 30, 2011 (dollars in thousands):

One Year  Four Years
Less Than Through Through  After Five
Total One Year Three Years Five Years Years

Scheduled maturities of long-term borrowings — owed to credit card securitization
TAVESIONS .o eiieiieeeiiiiiiie ettt ettt s e sa b te e saab b e e e tane e s $13,293,481 $3,325,989 $7,967,989  $999,639  $999,864

At November 30, 2011, we had capacity to issue up to $7.8 billion in triple-A rated asset-backed securities from
DCENT without the issuance of additional Class B or Class C notes as subordination. The triple-A rating of DCENT
Class A Nofes issued to date has been based, in part, on an FDIC rule which created a safe harbor that provides that the
FDIC, as conservator or receiver, will not, using its power to disaffirm or repudiate contracts, seek fo reclaim or recover

-81-



assets fransferred in connection with a securitization, or recharacterize them as assets of the insured depository institution,
provided such transfer satisfies the conditions for sale accounting treatment under previous GAAP. Pursuant to
amendments to GAAP related to transfers of financial assets, effective for us on December 1, 2009, certain transfers of
assets to special purpose entities (including Discover Bank’s transfers of assets to the DCMT) no longer qualify for sale
accounting freatment. However, on September 27, 2010, the FDIC approved a final rule that preserves the safe-harbor
freatment applicable to revolving trusts and master trusts, including the DCMT, so long as those trusts would have satisfied
the original FDIC safe harbor if evaluated under GAAP pertaining fo transfers of financial assets in effect prior to
December 1, 2009. Other legislative and regulatory developments, namely the proposed SEC Regulation AB Ii {including
the SEC’s July 2011 reproposal of certain of its provisions), the August 2011 SEC advance notice of proposed rulemaking
regarding the rule exempting securitization entities from being regarded as “investment companies” under the Investment
Company Act of 1940, the securitization and rating agency provisions of the Reform Act and the rules promulgated or
proposed thereunder, including proposed rules requiring us to retain risk in our securitization on an unhedged basis,
may, however, impact our ability and/or desire fo issue asset-backed securities in the future.

Shori-Term Borrowings. We primarily access short-term borrowings through the Federal Funds market or through
repurchase agreements. In the past two years, we have rarely used short-term borrowings; however, we have recently
been borrowing overnight Federal Funds on an opportunistic basis. Total short-term borrowings as of
November 30, 2011 were $50.0 million and the weighted-average inferest rate was 0.08%. Information about our use of
short-term borrowings for the year ended November 30, 2011 is shown in the table below (dollars in thousands):

November 30, 2011
Maximum Daily Balance
During the Period
Overnight Federal Funds purchased ...........c..c.ciiieiiniiiiiinccicc e e $265,000
Overnight repUIChOSE OGIEEMENTS..........covrueuitteteiiter et st iea ettt e e s ene st aem et et ase s e b eb e s s m s es s e e b es e bbb e s e e s e et ea bt 50,414

Corporate and Bank Debt. At November 30, 2011, we had $800 million in principal amount of senior unsecured
notes outstanding and Discover Bank had $1.2 billion in principal amount of subordinated notes outstanding. Our senior
unsecured notes are comprised of two issuances, each $400 million in principal amount, with one issuance maturing in
June 2017 and the other issuance maturing in July 2019. The senior unsecured notes would require us to offer to
repurchase the notes at a price equal to 101% of their aggregate principal amount plus accrued and unpaid interest in
the event of a change of control involving us and a corresponding ratings downgrade to below investment grade.
Discover Bank’s subordinated notes are comprised of one $700 million issuance due in November 2019 and a $500
million issuance due in April 2020. For more information, see Note 11: Borrowings fo our consolidated financial
statements.

Other Long-Term Borrowings — Student Loans. At November 30, 2011, we had $438 million of funding related to
federal student loans, which are currently held for sale, and $2.6 billion of funding related to private student loans. We
obtained $500 million of funding in April 2010, of which $438 million is sfill outstanding as of November 30, 2011,
through an agreement with an asset-backed commercial paper conduit sponsored by the U.S. Department of Education
under the Ensuring Continued Access o Student Loans Act of 2008. However, upon sale of the related federal student
loans, this loan facility will be repaid or assumed by the buyer. We assumed $3.2 billion principal amount outstanding of
securitization debt in December 2010 as part of the SLC acquisition, of which $2.8 billion remained outstanding as of
November 30, 2011. Principal and interest payments on the underlying student loans will reduce the balance of these
secured borrowings over time.

Additional Funding Sources '

Private Asset-Backed Securitizations. We have access fo committed undrawn capacity through privately placed asset-
backed securitizations to support the funding of our credit card loan receivables. Under these arrangements, we had used
$250 million of capacity and had undrawn capacity of $6.8 billion at November 30, 2011.

Federal Reserve. Discover Bank has access to the Federal Reserve Bank of Philadelphia’s discount window. As of

November 30, 2011, Discover Bank had $8.7 billion of available capacity through the discount window based on the
amount of assets pledged. We have no borrowings outstanding under the discount window.
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Credit Ratings
Our borrowing costs and capacity in certain funding markets, including securitizations and senior and subordinated

debt, may be affected by the credit ratings of Discover Financial Services, Discover Bank and the securitization trusts.
Downgrades in these credit ratings could result in hlgher interest expense on our unsecured debt and asset securitizations.
In addition fo increased funding costs, deterioration in credit ratings could reduce our borrowing capacity in the
unsecured debt and asset securitization capital markes.

We also have agreements with certain of our derivative counterparties that contain provisions that require Discover
Bank’s debt to maintain an investment grade credit rating from specified major credit rating agencies. If Discover Bank’s
credit rating is reduced to below investment grade, we would be required to post additional collateral, which, as of
November 30, 2011, would have been $66 million.

A credit rating is not a recommendation to buy, sell or hold securities, may be subject to revision or withdrawal at any
time by the assigning rating organization, and each rating should be evaluated independently of any other rahng The
credit ratings are summarized in the following table:

lescover
Financial ~ Discover Discover Discover Card Discover Card Execution
Services Bank Bank Master Trust | Note Trust
Senior Senior Outlook
Unsecured Unsecured for Senior Subordinated
Debt Debt Unsecured Debt Debt Class A Class B Class A®  ClassB  Class C
Moody’s Investors Service ............. Bal Baa3 Stable Bal Aaa Al(s Aaal(sf) Alisf)  N/AR
Standard & Poor's ..........c..ccceu. BBB- BBB Stable BBB- AAA(s)  AA+s)  AAA[H  AAHSH)  N/AR
Fitch ROHNGS ©..oveeeeeerieicceeee BBB BBB Stable BBB- AAAsf AAsf AAAsf AAst N/A2

(1) A “sf” in the rating denotes an identification for structured finance product ratings that was implemented for these products by the rating agencies as of
September 2010. _
(2)  All Class C notes are currently held by subsidiaries of Discover Bank and therefore, are not publicly rated.

Several rating agencies have announced that they will be evaluating the effects of the Reform Act in order to determine
the extent, if any, to which financial institutions, including us, may be negatively impacted. While we are currently
unaware of any negative actions, there is no assurance that our credit ratings could not be downgraded in the future as a
result of any such reviews. See “ — Regulatory Environment and Developments” for information regarding the Reform Act.

Liquidity Management

We seek to ensure that we have adequate liquidity to sustain business operations, fund asset growth and satisfy debt
obligations under normal and stress conditions. In addition to the funding sources discussed above, we also maintain
highly liquid unencumbered assets in our investment portfolio.

We employ a variety of metrics to monitor and manage liquidity. Regular liquidity stress testing and contingency
funding planning is performed as part of our liquidity management process. We evaluate a range of stress scenarios
including company specific and systemic events that could impact funding sources and our ability to meet liquidity needs.
These scenarios measure the liquidity position over a two-year horizon by analyzing the stress on liquidity versus ability
to generate contingent liquidity. We maintain contingent funding sources, including our liquidity portfolio, private
securitizations with unused capacity and Federal Reserve discount window capacity, which we could utilize to satisfy
liquidity needs during such stress events. We expect to be able to satisfy all maturing obligations and fund business
operations during the next 12 months by utilizing our deposit channels, credit card asset-backed securitizations and our
contingent funding sources.

We maintain policies outlining the overall framework and general principles for managing liquidity risk across our
business, which is the responsibility of our Asset and Liability Committee (the “ALCO”). We seek to balance the trade-offs
between maintaining too much liquidity, which may limit financial flexibility and be costly, with having too little liquidity
that could cause financial distress. Liquidity risk is centrally managed by the ALCO, which is chaired by our Treasurer
and has cross-functional membership. The ALCO monitors positions and determines any actions that need to be taken.
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At November 30, 2011, our liquidity portfolio was comprised of cash and cash equivalents and high qudlity, liquid
investment securities. Cash and cash equivalents are invested primarily in deposits with the Federal Reserve. Investment
securities included credit card asset-backed securities of other issuers and U.S. Treasury, U.S. government agency and
AAA:-rated corporate debt obligations issued under the Temporary Liquidity Guarantee Program that are guaranteed by
the FDIC, all of which are considered highly liquid. In addition, we have the ability to raise cash by utilizing repurchase
agreements and pledging certain of these investments. The level of our liquidity portfolio may fluctuate based upon the
level of expected maturities of our funding sources as well as operational requirements and market conditions.

At November 30, 2011, our liquidity portfolio and undrawn credit facilities were $26.2 billion, which was $3.5 billion
higher than the balance at November 30, 2010 due to the addition of multi-year conduit capacity during 2011 in order
to balance the flexibility and economics of our liquidity mix, partially offset by maturities of securitized debt.

November 30,
2011 2010
{dollars in millions)
Liquidity portfolio

Cash and cash @QUIVAIENEST).........uiiii ettt ettt ee sttt ettt ee s ea s bases et ettt eas s amesess s et e s e s e s et easemsns $ 2,440 $ 4,754
Other short term investments — 375
Investment securities!2...... R S PPN OUPPUUR PPN N 6,108 5,003
Total liquidity POrFONIO. ..ottt es st r ettt n s 8,548 10,132

Undrawn credit facilities
Private asset-backed sECURHZONONSIB) ... ... o et e e e et e et e et e e e et e e e eeeaaee s 6,750 3,300
Unsecured committed credit Facilityl4)...............ooooieiiii et ettt et eeaens 2,445 2,445
Federal Reserve discount windowiBi5) ... ... ..ottt ettt en et e e ene s b e ars 8,407 6,747
Total UNAIGWN €redit FUCIHES ...ttt e ettt e e e et e e e e ee e e e aeaee 17,602 12,492
Total liquidity portfolio and undrawn credit facilifies ......................c.oooii i $26,150 $22,624

(1} Cash-in-process is excluded from cash and cash equivalents for liquidity purposes.

(2)  The weighted average life of our investment securities available for sale was approximately 29 months and 24 months as of November 30, 2011 and 2010,
respectively.

{3) See “ - Funding Sources — Additional Funding Sources” for additional information.

{4)  This credit facility was terminated on December 16, 2011. There were no outstanding borrowings as of November 30, 2011.

{5)  Excludes $276 million and $1.5 billion of invesiments accounted for in the liquidity porffolio that were pledged to the Federal Reserve as of
November 30, 2011 and November 30, 2010, respectively.

Effective December 16, 2011, Discover and Discover Bank terminated a $2.4 billion unsecured committed credit
facility that was scheduled to expire under its terms in May 2012. The facility was a source of contingent liquidity, and
neither Discover nor Discover Bank had borrowed under the facility during its term. The facility was terminated due to the
availability of other sources of contingent liquidity. The terms of the credit facility included various affirmative and
negative covenants, including financial covenants related to the maintenance of certain capitalization and tangible net
worth levels, and certain double leverage, delinquency and tier 1 capital to loans ratios. The credit facility also included
customary events of default with corresponding grace periods, including, without limitation, payment defaults, cross-
defaults to other agreements evidencing indebtedness for borrowed money and bankruptcy-related defaults.

For information regarding regulatory initiatives related to liquidity management, see “ — Regulatory Environment and
Developments — Capital and Liquidity.”

Capital

Our primary sources of capital are from the earnings generated by our businesses and issuances in the capital
markets. We seek to manage capital to a level and composition sufficient to support the risks of our businesses, meet
regulatory requirements, adhere to rating agency guidelines and support future business growth. Within these constraints,
we are focused on deploying capital in a manner that provides attractive returnsto our stockholders. The level,
composition and utilization of capital are influenced by changes in the economic environment, strategic initiatives, and
legislative and regulatory developments.



Under regulatory capital requirements adopted by the FDIC, the Federal Reserve and other bank regulatory agencies,
we, along with Discover Bank, must maintain minimum levels of capital. Failure to meet minimum capital requirements
can result in the initiation of certain mandatory and possibly additional discretionary actions by regulators that, if
undertaken, could limit our business activities and have a direct material effect on our financial position and results. We
must meet specific capital guidelines that involve quantitative measures of assets and liabilities as calculated under
regulatory accounting practices. Capital amounts and classification are also subject to qualitative judgments by the
regulators about components, risk weightings and other factors.

Our capital adequacy assessment also includes tax and accounting considerations in accordance with regulatory
guidance. We maintain a substantial deferred tax asset on our balance sheet, and we include this asset when calculating
our regulatory capital levels. However, for regulatory capital purposes, deferred tax assets that are dependent on future
taxable income are currently limited to the lesser of: (i) the amount of deferred tax assets we expect to realize within one
year of the calendar qucrter—end date, based on our proiected future taxable income for that year; or {ii) 10% of the
amount of our Tier 1 capital. At November 30, 2011, no portion of our deferred tax asset was disallowed for regulatory
capital purposes.

At November 30, 2011, Discover Financial Services and Discover Bank met the requirements for “well-capitalized”
status, exceeding the regulatory minimums to which they were subject under Basel 1.

Current or future regulatory initiatives may require us to hold more capital in the future. In December 2011, the Federal
Reserve issued proposed rules to implement heightened prudential standards for large bank holding companies, including
us, as required by the Reform Act, including risk-based capital and leverage standards. In November 2011, the Federal
Reserve issued a final rule requiring the submission of annual capital plans to the Federal Reserve for its review and
non-objection. The instructions accompanying the Federal Reserve’s final rule regarding capital plans also indicate that
the Federal Reserve expects covered companies to show that they can achieve “readily and without difficulty the ratios
required by the Basel Il framework as they would come into effect in the United States.” For more information regarding
these regulatory initiatives, see “ — Regulatory Environment and Developments — Capital and Liquidity.”

In the second quarter of 2011, we increased our quarterly common stock dividend from $.02 per share to $.06 per
share and maintained a $.06 per share dividend in each of the third and fourth quarters of 2011. In the first quarter of
2012, we increased our dividend to $.10 per share. In addition, on June 15, 2011, our Board of Directors approved a
share repurchase program authorizing the repurchase of up to $1 billion of our outstanding shares of common stock. The
program expires on June 14, 2013, and may be terminated at any time. Through the end of fiscal year 2011, we had
repurchased 18 million shares, or approximately 3%, of our outstanding common stock for $425 million.

The declaration and payment of future dividends, as well as the amount thereof, are subject to the discretion of our
Board of Directors. The amount and size of any future dividends and share repurchases will depend upon our results of
operations, financial condition, capital levels, cash requirements, future prospects and other factors. In addition, banking
laws and regulations and our banking regulators may limit our ability to pay dividends and make share repurchases. For
example, our ability to make capitat distributions, including our ability to pay dividends or repurchase shares of our
common stock, is subject fo the Federal Reserve’s review and non-objection of our annual capital plan. In certain
circumstances, we will not be able to make a capital distribution unless the Federal Reserve has approved such
distribution. Further, as noted above, current or future regulatory initiatives may require us to hold more capital in the
future. There can be no assurance that we will declare and pay any dividends or repurchase any shares of our common
stock in the future.

For additional information regarding capital, dividends and share repurchases, see “Business — Supervision and
Regulation — Capital, Dividends and Share Repurchases,” “Risk Factors — We may be limited in our ability to pay
dividends and repurchase our common stock,” “Market for Registrant’'s Common Equity, Related Stockholder Matters and
Issuer Purchases of Equity Securities,” “ — Regulatory Environment and Developments — Capital and Liquidity” and
Note 19: Capital Adequacy to our consolidated financial statements.



Guarantees :

Guarantees are contracts or indemnification agreements that contingenily require us to make payments to o 4
guaranteed party based on changes in an underlying asset, liability, or equity security of a guaranteed party, rate or
index. Also included in guarantees are contracts that contingently require the guarantor to make payments to a
guaranteed party based on another entity’s failure to perform under an agreement. Our guarantees relate to transactions
processed on the Discover Network and certain fransactions processed by PULSE and Diners Club. See Note 20:
Commitments, Contingencies and Guarantees to our consolidated financial statements for further discussion regarding
our guarantees.

Contractual Obligations and Contingent Liabilities and Commitments

in the normal course of business, we enter into various contractual obligations that may require future cash payments.
Contractual obligations at November 30, 2011 included deposits, long-term borrowings, operating and capital lease
obligations and purchase obligations. Our future cash payments associated with our contractual obligations as of
November 30, 2011 are summarized below (dollars in thousands):

Payments Due By Period
One Year Four Years
Less Than Through Through More Than
Total One Year  Three Years  Five Years  Five Years
Depositsilh....viiiiiie e $39,577,462 $25,403,032 $ 9,821,647 $ 3,547,568 $ 8057215
BOrrowingsiZ ........cvviiiiiiii i e 18,335,191 3,375,989 8,405,602 999,639 5,553,961
Capital lease obligations ... 1,987 427 914 646 —
OPerating leaSes. ......urveveviiirerieriirceceiciete ettt e 57,559 10,025 17,901 14,417 15,216
Interest payments on fixed rate debt..............cceevivieiiienc e 1,643,977 258,175 456,319 431,600 497,883
Purchase obligationsm ............................................................................. 545,179 301,173 175,982 55,584 12,440
Other liabilities)...................... ettt ———eeaaieeeeeetere e ———————————————_- 6,702,723 396,864 409,434 ‘5,794,656 101,769
Total contractual obligations .........c.cco.oiiiieiiieie e $66,864,078 $29,745,685 $19,287,799 $10,844,110 $6,986,484

{1)  Deposits do not include interest charges.

(2)  See Note 11: Borrowings to the consolidated financial statements for further discussion. Total future payment of interest charges for the floafing rate notes is
estimated to be $429 million as of November 30, 2011, utilizing the current inferest rates as of that date.

(3)  Purchase obligations for goods and services include payments under, among other things, consulting, outsourcing, data, advertising, sponsorship, software
license, telecommunications agreements and global acceptance contracts. Purchase obligations also include payments under rewards program agreements
with merchants. Purchase obligations ot November 30, 2011 reflect the minimum purchase obligation under legally binding contracts with contract terms
that are both fixed and determinable. These amounts exclude obligations for goods and services that already have been incurred and are reflected on our
consolidated statement of financial condition.

{4)  Other liabilities include our expected future contributions to our pension and postretirement benefit plans, Discover Bank's agreement with Citi to purchase
private student loans and the contingent liability associated with our equity method securities.

As of November 30, 2011 our consolidated statement of financial condition reflects a liability for unrecognized tax
benefits of $507 million, and approximately $78.9 million of accrued interest and pendlties. Since the ultimate amount
and timing of any future cash seftlements cannot be predicted with reasonable certainty, the estimated income tax
obligations about which there is uncertainty, as addressed in ASC Topic 740, Income Taxes, (guidance formerly provided
by FASB Interpretation No. 48), have been excluded from the contractual obligations table. See Note 17: Income Taxes
to our consolidated financial statements for further information concerning our tax obligations.

We extend credit for consumer and commercial loans, primarily arising from agreements with customers for unused
lines of credit on certain credit cards and certain other consumer loan products, such as student loans, provided there is
no violation of conditions established in the related agreement. At November 30, 2011, our unused commitments were
$163 billion. These commitments, substantially all of which we can terminate at any time and which do not necessarily
represent future cash requirements, are periodically reviewed based on account usage and customer creditworthiness. In
addition, in the ordinary course of business, we guarantee payment on behalf of subsidiaries relating to contractual
obligations with external parties. The activities of the subsidiaries covered by any such guarantees are included in our
consolidated financial statements.



Prior to its acquisition by Discover Bank on December 31, 2010, SLC had an agreement with Citi providing for the
origination and servicing of private student loans. Citi would originate and fund such loans and, after final disbursement,
SLC would purchase the loans from Citi. This agreement between SLC and Citi was terminated on December 31, 2010, at
which time Discover Bank entered into an agreement with Citi to purchase (i) eligible private student loans originated by
Citi prior to December 31, 2010 and (ii) any private student loans originated by Citi on or after December 31, 2010
under a new loan origination agreement entered into between Citi and SLC on December 31, 2010. Discover Bank has
agreed to purchase the loans at the funded amount (plus accrued interest and less any capitalized fees for any loans first
funded prior to December 31, 2010) and, for any loans first funded by Citi on December 31, 2010 or later, pay a
premium equal to 0.125%. Discover Bank completed the first purchase of loan participations under this agreement on
January 3, 2011. The agreement has been amended fo extend to December 31, 2012, and was effective upon the
closing of Discover Bank’s purchase of private student loans from Citi on September 30, 2011. Although the agreement
does not set forth a minimum or maximum amount of loans to be purchased, Discover Bank must purchase all eligible
loans originated by Citi, which the Company estimates to be $1.0 billion to $1.5 billion over the life of the agreement, as
amended. As of November 30, 2011, Discover Bank had an outstanding commitment to purchase $170 million of loans
under this agreement.

ltem 7A. Quantitative and Quadlitative Disclosures About Market Risk

Market risk refers to the risk that a change in the level of one or more market prices, rates, indices, correlations or
other market factors will result in losses for a position or portfolio. We are exposed to market risk primarily from changes
in interest rates.

Interest Rate Risk. We borrow money from a variety of depositors and institutions in order to provide loans to our
customers, as well as invest in other assets and our business. These loans and other assets earn interest, which we use to
pay interest on the money borrowed. Our net interest income and, therefore, earnings, will be negatively affected if the
interest rate earned on assets increases at a slower pace than increases fo the interest rate we owe on our borrowings.
Changes in inferest rates and competitor responses fo those changes may influence customer payment rates, loan
balances or deposit account activity. We may face higher-cost alternative sources of funding as a result, which has the
potential to decrease earnings.

Our interest rafe risk management policies are designed to measure and manage the potential volatility of earnings
that may arise from changes in interest rates by having a financing portfolio that reflects the mix of variable and fixed
rate assets. To the extent that asset and related financing repricing characteristics of a particular portfolio are not
matched effectively, we may utilize interest rate derivative contracts, such as swap agreements, to achieve our objectives.
Interest rate swap agreements effectively convert the underlying asset or liability from fixed to floating rate or from
floating to fixed rate. See Note 23: Derivatives and Hedging Activities to our consolidated financial statements for
information on our derivatives activity.

We use an interest rate sensitivity simulation to assess our interest rate risk exposure. For purposes of presenting the
possible earnings effect of a hypothetical, adverse change in interest rates over the 12-month period from our reporting
date, we assume that all interest rate sensitive assets and liabilities will be impacted by a hypothetical, immediate 100
basis point increase in interest rates as of the beginning of the period. The sensitivity is based upon the hypothetical
assumption that all relevant types of interest rates that affect our results would increase instantaneously, simultaneously
and to the same degree. :

Our interest rate sensitive assets include our variable rate loan receivables and the assets that make up our liquidity
portfolio. Due to recently enacted credit card legislation, we now have restrictions on our ability to mitigate interest rate
risk by adjusting rates on existing balances. At November 30, 2011, the majority of our credit card and student loans
were at variable rates. Assets with rates that are fixed at period end but which will mature, or otherwise contractually
reset to a market-based indexed rate or other fixed rate prior to the end of the 12-month period, are considered to be
rate sensitive. The latter category includes certain credit card loans that may be offered at below-market rates for an
introductory period, such as balance transfers and special promotional programs, after which the loans will contractuaily
reprice in accordance with our normal market-based pricing structure. For purposes of measuring rate sensitivity for such
loans, only the effect of the hypothetical 100 basis point change in the underlying market-based indexed rate or other
fixed rate has been considered rather than the full change in the rafe to which the loan would contractually reprice. For
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assefs that have a fixed interest rate at the fiscal period end but which contractually will, or are assumed to, reset to a
market-based indexed rate or other fixed rate during the next 12 months, earnings sensifivity is measured from the
expected repricing date. In addition, for all interest rate sensitive assets, earnings sensifivity is calculated net of expected
loan losses.

Inferest rate sensitive liabilities are assumed to be those for which the stated interest rate is not contractually fixed for
the next 12-month period. Thus, liabilities that vary with changes in a market-based index, such as Federal Funds or
LIBOR, which will reset before the end of the 12-month period, or liabilities whose rates are fixed at the fiscal period end
but which will mature and are assumed to be replaced with a market-based indexed rate prior to the end of the 12-month
period, also are considered to be rate sensitive. For these fixed rate liabilities, earnings sensitivity is measured from the
expected repricing date.

Assuming an immediate 100 basis point increase in the interest rates affecting all interest rate sensifive assefs and
liabilities at November 30, 2011, we estimate that net inferest income over the following 12-month period would increase
by approximately $49 million, or 1%. Assuming an immediate 100 basis point increase in the interest rates affecting all
interest rate sensitive assets and liabilities at November 30, 2010, we estimated that net inferest income over the
following 12-month period would increase by approximately $50 million, or 1%. We have not provided an estimate of
any impact on net interest income of a decrease in interest rates as many of our inferest rate sensitive assets and liabilities
are tied to inferest rates that are already at or near their minimum levels (i.e., Prime and LIBOR) and, therefore, could not
materially decrease further.



ltem 8. Financial Statements and Supplementary Data
REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders of
Discover Financial Services
Riverwoods, IL

We have audited the internal control over financial reporting of Discover Financial Services {the “Company”) as of
November 30, 2011, based on criteria established in Internal Control - Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission. The Company’s management is responsible for maintaining
effective internal control over financial reporting and for its assessment of the effectiveness of internal conirol over
financial reporting, included in the accompanying Management's Report on Internal Control over Financial
Reporting. Our responsibility is to express an opinion on the Company’s internal control over financial reporting based
on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board (United
States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether
effective internal control over financial reporting was maintained in all material respects. Our audit included obtaining an
understanding of internal control over financial reporting, assessing the risk that a material weakness exists, testing and
evaluating the design and operating effectiveness of internal control based on the assessed risk, and performing such
other procedures as we considered necessary in the circumstances. We believe that our audit provides a reasonable basis
“for our opinion.

A company’s internal control over financial reporting is a process designed by, or under the supervision of, the
company’s principal executive and principal financial officers, or persons performing similar functions, and effected by
the company’s board of directors, management, and other personnel to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles. A company’s internal control over financial reporting includes those policies
and procedures that (1) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the company; (2) provide reasonable assurance that transactions are
recorded as necessary to permit preparation of financial statements in accordance with generally accepted accounting
principles, and that receipts and expenditures of the company are being made only in accordance with authorizations of
management and directors of the company; and (3) provide reasonable assurance regarding prevention or timely
detection of unauthorized acquisition, use, or disposition of the company’s assets that could have a material effect on the
financial statements.

Because of the inherent limitations of internal control over financial reporting, including the possibility of collusion or
improper management override of controls, material misstatements due to error or fraud may not be prevented or
detected on a timely basis. Also, projections of any evaluation of the effectiveness of the internal control over financial
reporting to future periods are subject fo the risk that the controls may become inadequate because of changes in
conditions, or that the degree of compliance with the policies or procedures may deteriorate.

In our opinion, the Company maintained, in all material respects, effective internal control over financial reporting as
of November 30, 2011, based on the criteria established in Internal Control - Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board {United
States), the consolidated statement of financial condition, and related consolidated statements of income, changes in
stockholders’ equity, and cash flows as of and for the year ended November 30, 2011 of the Company and our report
dated January 26, 2012 expressed an unqudlified opinion on those financial statements.

‘bm f’ ?:M LLp

Chicago, lllinois
January 26, 2012
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders of
Discover Financial Services
Riverwoods, IL

We have audited the accompanying consolidated statements of financial condition of Discover Financial Services (the
“Company”) as of November 30, 2011 and 2010, and the related consolidated statements of income, changes in
stockholders’ equity, and cash flows for each of the three years in the period ended November 30, 2011. These financial
statements are the responsibility of the Company’s management. Our responsibility is to express an opinion on these
financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, such consolidated financial statements present fairly, in all material respects, the financial position of
Discover Financial Services at November 30, 2011 and 2010, and the results of their operations and their cash flows for
each of the three years in the period ended November 30, 2011, in conformity with accounting principles generally
accepted in the United States of America.

As discussed in Note 2 to the consolidated financial statements, the Company adopted the accounting standards,
“ Accounting for Transfers of Financial Assets — an amendment of FASB Statement No. 140" and “Amendments to FASB
Interpretation No. 46(R)”, on December 1, 2009.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the Company’s internal control over financial reporting as of November 30, 2011, based on the criteria
established in Infernal Control - Integrated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission and our report dated January 26, 2012 expressed an unqualified opinion on the Company’s
internal control over financial reporting.

bm f? Yorwehe (LA

Chicago, lllinois
January 26, 2012
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DISCOVER FINANCIAL SERVICES
Consolidated Statements of Financial Condition
November 30,
2011 2010

(dollars in thousands,
except share amounts)

Assets
Caish aNd CaSh @UIVAIBNES ...ttt bbbttt e s st e e s s ee e eea e eneneas $ 2,849,843 $ 5,098,733
Restricted cash..........cccoce.. 1,285,820 1,363,758
Other short-term investments — 375,000
Investment securities:
Available-for-sale {amortized cost of $6,019,927 and $4,989,958 at November 30, 2011 and November 30, 2010,
TESPECHVELY) ¢ ettt ettt ottt sttt e e h e £t 4o e st h et n et ene e 6,107,831 5,002,579
Held-to-maturity {fair value of $96,042 and $70,195 ot November 30, 2011 and November 30, 2010, respectively) . 98,222 72,816
TOTC] INVESHMENT SECUITHIES ... vvevveeieeereeeeseeteetieeseeete e seereeabeeeseaseestaassesse e eseaesssaseesssesasaesnsnsbeesssnsesernsansenneeanennreens 6,206,053 5,075,395
Loan receivables:
Loans Reld or Sale.........voieieeeceeceeee ettt re e ere et et et s e neas 714,180 788,101
Loan portfolio:

46,638,625 45,156,994
4,733,742 2,891,318

Purchased credit-impaired loans 5,250,388 —
TOtal 100N PORFONIO ...ttt bbbttt ettt b et st nenenae 56,622,755 48,048,312

57,336,935 48,836,413
(2,205,19¢) (3,304,118)

Credit car

Total loan receivables .
Allowance for loan losses

NEt OGN 1ECEIVADIES .....oveeveieieeeee ettt ettt r et ere et ere et ab e beeaeeasenean ... 55131,739 45,532,295
Premises and qQUIPMENt, NEt.........c.cvevereeeirreirirrereereereeeeccresereneebesennas 483,250 460,732
GOOAWIl <.t et et et e v s et e e et e st e et et e e e eta e e s e et e taan e e ean e ‘255,421 255,421
INFANGIDIE GSSEES, NEE ... eueiiieiieeet ettt ettt b bbbttt s bbbttt bt s st ete et et benna 188,018 188,973
OO TSSEIS ....veevveeereeareeeteeeeeeteeeteeeeeette et eeateeteeassesseeaseetseestasesenbaesesersesaseessenssesaabesae e ts e seentsaseetserteenbeerteanneenteenneenrean 2,383,793 2,434,661

TORD GSSE0S..----- oo eeoeee oo e oo s e eee s 368,783,937  $60.784,968
Liabilities and Stockholders’ Equity
Deposits:

interest-bearing deposit accounts ...... $39,463,887  $34,309,839
Non-interest bearing deposit accounts .. 113,5 103,5

TO] DEPOSIES «.c.cuvuieeeiiienecrttcitt ettt ettt ettt btk b ettt e 39,577,462 34,413,383
SHOMHEIM DOITOWINGS ....c.oevevrteerteeescececetseseaceceeteseararsctesesease e seeseasas et searasas st asesesetesasannares s eaemsse s easesaensesernsenesas 50,000 —
LONG-1EIM BOITOWINGS ...ttt ettt ettt bttt st bttt e be s 18,287,178 17,705,728
Accrued expenses and other [Iabilifies .............c.eiiiiii ettt 2,627,086 2,209,011

TORAE FIABTTHES ... ettt s et et e s e st e e s e e s eee e e saaessaeaesaaseesaseesasesenseseaeeseaeeenne 60,541,726 54,328,122
Commitments, contingencies and guarantees (Notes 17, 20, and 21}

Stockholders” Equity:
Common stock, par value $.01 per share; 2,000,000,000 shares authorized; 549,748,783 and 547,128,270 shares issued
at November 30, 2011 and November 30, 2010, respectively 5,497 5,471
Addifional paid-in capital..........c.ccooiiiiii 3,507,754 3,435,318
Retained earnings .......ccoeeeeeeeeeeveennnnnn, 5,243,318 3,126,488
Accumulated other comprehensive loss (51,679 82,548
Treasury stock, at cost; 20,918,354 and 2,446,506 shares at November 30, 2011 and November 30, 2010, respectively ...... (462,679 27,883
Total stockholders’ @quily..........covuruiuerieueuiiririeee et e 8,242,211 6,456,846

Total liabilities and stockholders’ €quUity .............coveiiiiiieiriciciiire ettt $68,783,937  $60,784,948

The table below presents the carrying amounts of certain assets and liabilifies of Discover Financial Services’ consolidated variable interest entities ﬁVlEs) which
are included in the consolidated statements of financial condition above. The assets in the table below include those assets that can only be used to settle obligations
of the consolidated VIEs. The liabilities in the table below include third party liabilities of consclidated VIEs only, and exclude intercompany balances that eliminate in
consolidation. The liabilifies also exclude amounts for which creditors have recourse to the general credit of the Company.

November 30,
2011 2010
(dollars in thousands)
Assets
RESIICIEA GOSN« .ttt ettt e et e e e eae e oot b e e ea s e e eae s e eateaamaeeseaseeamass s e ennsaeanseeeaessemteeenteeeneeeentee et eeennenennteas $ 1,274,175 $ 1,363,758
Credit card loan receivables ... 33,815,860 34,452,989

Purchased credit—imlaaired [OANS - 2,839,871 —

Allowance for loan losses allocated to securitized loan receivables. ... . (1,510,730} (2,431,399)
BT DSBS . eveetretesrrstesstttttuieaeasaseaeeseesereereressasassenennes s saaseseasaseasesesesssssenensanantetassesashenhan s eaeeaeeeeeeeeseasenebtnannrannnn 33,72 4,083

Liabilities :

LONG-TEFM DOITOWINGS. ...ttt ettt sttt ettt b sttt st b st e $15,842,512  $14,919,400

Accrued interest PAYADIE. ..ottt ettt et nenes 13,184 1,758

See Notes to the Consolidated Financial Statements.
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DISCOVER FINANCIAL SERVICES

Consolidated Statements of Income

For the Year Ended November 30,

2011

2010

2009

Interest income:
Credit QAR OGNS <. e e ettt ettt et e et e st e e e esbbeetta e sat e e s e e be e e seeeameen e e e enen s
ONET OGNS <. et e et et e e eae e s e e s e e e e eas s esbeeateebs e eraesab e s e e abeeb e e bt nee e beeeaesn e e
INVESHMENE SECUITHES ....iiiiviiiiieiieeeeeeeeeeeeeeeeaeetebaaaras s seeeseeeeateerannenneseeeaeessartasasbasbs s seaesnanennsastnssinanes
OFNEr INTEIESE IMCOME. ..ot e et e e et e s e s e s sseeestsassesssaessae e s aeabeerbesassesaesabe e e eeane s e s ibba bbb abbes

TOal INETESE INCOME.......otieitieteieteee ettt ea ettt escere et saescese b e e er e eae oo r e r et es s et et ekt a s in e
Interest expense:
DIBPOSIES ...ttt bbbt s e
SROM-EEIM BOITOWINGS ...ttt ettt eb s eh bbb
LONGEIM DOTTOWINGS ... vttt ettt

TOMO INTEIESE EXPENSE .....cviereeettert ettt ittt r bbb bt

INET INTEIESE INCOME .evvveveeiiieitceeeieeeeeeeeeeeeeeeaetesbabaae s ee e e s e ee et eetenen e s e e aeebete e taata s aaeaesaesesranrarsnsnnas
Provision for loan losses ..

Net inferest income after provision for 10an 0SSEs ...........ccoviveiiiiiiiciiiiiiir e
Other income:

SECUMHZANON INCOME....eueeeeeiieeiie ettt st re e e st sbabe st s e e e s e b et e st e
Discount and interchange revenUE, Net ............c.couvuriiriciciiiiii et
FE@ PrOGUCE FEVEINUE ......veeceteicace ittt n s s i bbb
LOTR FEE INCOME.......cevovieeiiierese et tetes s ee ettt ce et et e s st ee et et ememe e et ees e s es s et
TranSaCHion ProCESSING TEVENUE .........uiiiuuiiiittietee ettt e st e ettt e et e e s ehb e sbbt e et st
IMEICRANE FEES ... eeeee ettt ettt et e s n R e bbb st e e
Gain (1055) ON INVESIMENES .......veeverereetietieteeteetesseressesteeseeaseesebe st se e b meestetee s ss e neereereeareasasaseaaes s seneanis
Antitrust Figation SEHIBMENT..........c.coiiiiiiiiiirein e
OREI INCOIME ....cveveeieeeeeeeeeete et eas et eateta et eseeaeetete st emenr et es e beese st ebe st e eseee sesae s dotsss st sn s m s e s et ennas s b ans s

Total OthEr INCOME ....o..ivieieiieieet ettt ettt s st ebe e ese e ennans
Other expense:

Employee compensation and benefits .............c.ccoviiiriiiiiii
Marketing and business development ..o
Information processing and COMMUNICAHONS...........cveveutetrreeetiriitieeecare e
Professional fees ........cccoeceevvieivevnrennennn, e eetenteree et et eateetete et eateteeteereeaheeteebbes b e s b e benbent et e es e b et eaeenen
Premises AN @QUIPMENE...........oouiiiieieteieteiei ettt sttt st b e e er et ae s
OHNEr EXPENSE .....eeeeitseneeiett ettt a bt er ettt b ekttt ee e s s e e b e e h s e s s e e s et es b b s bbb bbb

TOtal OHEr EXPENSE ...ttt et b e

Income before INCOME HAX EXPENSE. ......c.irveuereirercrieinienierceteireneee ettt sttt s et ss b
INCOME FOX BXPEMISE ... .veneeeenereeteureat et e catese et ereeeeemsemesiaesb et s e st ent e ere st sabeereessasbsabaebeer e s e aaneerensesaneanens

N COMIE <ot ee ettt e e e e e e e e e e e e ee et et e sttt eaeaaeeaaaenene e nanseeeneeeeaebatsaraaaas s aeaaaesanaasans

Net income allocated to common stockholders ...........cooiiiiiiiiii e

BOSIC 0MNINGS PO SHATE .....o.veeecieiee ettt s a e
Diluted earnings per share
Dividends paid Per ShAre.........cveeieuiireietit ettt bbb s b et

(dollars in thousands,
except per share amounts)

$5,654,088  $5,836,002 $2,835,767
618,806 253,821 168,517
59,365 26,222 68,694
12,880 30,173 72,102
6,345,139 6,146,218 3,145,080
986,776 1,150,504 1,187,084
133 1 2,538
497,643 432,483 61,662
1,484,552 1,582,988 1,251,284
4,860,587 4,563,230 1,893,796
1,013,350 3,206,705 2,362,405
3,847,237 1,356,525 (468,609)
—_ — 1,879,304
1,083,847 1,055,359 222,835
428,193 412,497 295,066
338,147 339,797 247,267
179,989 149,946 125,201
16,184 28,461 44,248
(3,622) 19,131 (3,826)
— — 1,891,698
162,436 89,808 138,802
2,205,174 2,094,999 4,840,595
914,344 802,649 827,683
537,486 463,086 406,020
263,741 258,111 289,209
415,275 342,648 321,329
71,128 70,274 73,014
339,193 245,897 333,833
2,541,167 2,182,665 2,251,088
3,511,244 1,268,859 2,120,898
1,284,536 504,071 844,713
$2,226,708 $ 764,788 $1,276,185
$2,201,759 § 667,938 $1,206,965
406 $ 123§ 2.39
406 § 122§ 2.38
020 $ 0.08 $ 0.12

See Notes to the Consolidated Financial Statements.
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DISCOVER FINANCIAL SERVICES
Consolidated Statements of Changes in Stockholders’ Equity

Accumulated
Preferred Stock ~ Common Stock  Additional Other Total
Paid-in Retained Comprehensive Treasury Stockholders’
Shares  Amount  Shares Amount  Capital Earnings  Income (loss)  Stock Equity
{dollars and shares in thousands)
Balance at November 30,2008 ................ccocoovvivennennen. — $ — 480,517 $4,805 $ 2,938,657 $ 3,046,956 $ (66,338) $ (8,257)$ 5,915,823
Adoption of the measurement date provision of ASC 715
(FASB Statement No. 158), net of tax .......cc...cooeeevenenne... — — —_ — — {1,110) — — (1,110)
Comprehensive income:
NEtINCOME ..oeuviieieeiieiieee e eve e sareeae s eaens — — — —_ — 1,276,185 — — 1,276,185
Adjustments related fo investment securities, net of tax ....... — — — — — — (8,527) —
Adjustments related to pension and postretirement benefits,
netof fax.........cco....... — — — — — — {79,953) —_
Other comprehensive loss — — — — — — {88,480) — (88,480)
Total comprehensive income.........cccocovceveriieevenriennannnn. — — — — — — — — 1,187,705
Purchases of treasury stock .......c.oeeverincrincenas — — — - — —_ — {11,385) (11,385}
Common stock issued under employee benefit plans ............. — — 135 1 1,157 — — — 1,158
Common stock issued and stock-based compensation
EXPEISE ..vivviuritiatiesriie s esie e saesascae s sneenesan e e anaees — —_ 4,093 42 42,929 120 —_ —, 43,091
Income tax deficiency on stock based compensation plans..... — - — — (18,601) — — — {18,601}
Issuance of common stock — — 60,054 600 533,222 — — — 533,822
Dividends paid — common stock .. — — — — — (59,877) — — (59,877)
Issuance of preferred stock ............ccovcrriverienrennnnn. ;225 1,148,691 — — 75,867 — — — 1,224,558
Accretion of preferred stock discount ....................... — 9,375 — — — (9,375) — — —
Dividends - preferred stock................ — — — — — (43,880) — — (43,880}
Special dividend — Morgan Stanley.. . — — — — — (335,757) — — (335,757)
Balance at November 30,2009 ....................coovvvvvinnennn. 225 $1,158,066 544,799 $5,448 $3,573,231 $ 3,873,262 $(154,818) $ (19,642} $ 8,435,547
Adoption of ASC 810 (FASB Statement No. 167), net of
FOX 1rrrereees e eeeeseeereeeeeeseraraaseeeeasarsseeesannnassaaessasra — —_ — — — (1,411,117} 78,561 —  {1,332,556)
Comprehensive income:
NEHINCOME ...ieeericiiee e e — — — — — 764,788 — — 764,788
Adjustments related to investment securities, net of tax ....... — — — — — — (8,894) —
Adjustments related fo cash flow hedges, net of tax ........... — — — — — — 2,525 —
Adjustments related fo pension and postretirement benefits,
N OF FOX 1ottt — — — — — — 78 —
Other comprehensive loss ............cccooveeeereieieneceiieiiinns — — — — - — (6,291) — {6,291)
Total comprehensive income.............cccovcuvcucccncncann. - — — - — — — — 758,497
Purchases of freasury stock .........ccovrvrureeenirceinne. -, — — — — — — — (8,247) (8,241)
Common stock issued under employee benefit plans ............. — — 82 1 1,127 — — — 1,128
Common stock issued and stock-based compensation
EXPEINSE .....ovenrinreereeeeseenetiresaeessessteseanerseiassseanesensn — — 2,247 22 36,169 — — — 36,191
Income tax deficiency on stock based compensation plans...... — — — — (3,209} —_ — — {3,209)
Dividends paid ~ common stock — — — — — (43,899) — - (43,899)
Accrefion of preferred stock discount ... — 66,492 — -— — (66,492) — — —
Dividends - preferred stock............. -, — — — — — {23,811) —_ — (23,811)
Redemption of preferred stock.. ....{1,225) (1,224,558) — - — — — —  (1,224,558)
Repurchase of stock warrant ........ . — —_ — —  {172,000) — — — (172,000)
Special dividend - Morgan Stanley.. — - —_ — - 33,757 - — 33,757
Balance at November 30,2010 ..................coooeevnvennnn. — $ — 547,128 $5,471 $3,435,318 $ 3,126,488 $ (82,548) $ (27,883) $ 6,456,846
Comprehensive income:
NEEINCOME ....eeevvviiieireeceeieerre et e et e e — — — — — 2,226,708 — — 2,226,708
Adjustments related to investment securities, net of tax ....... — — — — — — 46,967 —
Adjustments related to cash flow hedges, net of tax ........... — — — — — — 4,480 —
Adjustments related to pension and postretirement benefits,
NEE OF BAX oo reenena — — — — — — {20,578) —
Other comprehensive income............ccovoeiverineeneceiennnan. — — — — — — 30,869 — 30,869
Total comprehensive income...........cc.cueeeerercececrneennen, — — —_ —_ — — — — 2,257,577
Purchases of treasury stock .........covevrererererennen. — — — — — — — (434,796)  (434,796)
Common stock issued under employee benefit plans ............. — — 54 1 1,225 — — — 1,226
Common stock issued and stock based compensation
BXPENSE ....eeviieiieirieerieerieesaeereeesieesaaesenaseeaeseanseeaeneenne s —— 2,567 25 71,211 — —_ — 71,236
Dividends paid ~ common stock .............ccceceviiiereneniererennne — — -—_ — — (109,878) — — (109,878)
— $ — 549,749 $5,497 $3,507,754 $ 5,243,318 $ (51,679) $(462,679) $ 8,242,211

Balance at November 30, 2011 ...........ooovvviieeieeeeen,

See Notes to the Consolidated Financial Statements.
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DISCOVER FINANCIAL SERVICES

Consolidated Statements of Cash Flows

For the Year Ended November 30,

2011 2010 2009
(dollars in thousands}
Cash flows from operating activities
INEE IRCOME ...ueei ittt e e e et e e e e e et e e e e e e e e s et e e e e e et s e e e e e e e e e e ittr e e e s enaeae s $2,226708 $ 764,788 $ 1,276,185
Adjustments to reconcile net income to net cash provided by operating activities:
F!rovision BT OGN IOSSES ..ottt ettt et ettt e et et 1,013,350 3,206,705 2,362,405
Deferred iNCOME TOXES ... ..oceeeereeee e . 232,013 112,581 (61,995)
Depreciation and amortization on premises and equipment . 89,390 89,16 97,930
Amortization of deferred revenues ..............c.ccccveeii. . (254,654 (194,567) (133,384)
Other depreciation and amortization..... . (69,317 82,839 105,562
Loss (gain) on investments ............occoeecncenn, 3,622 (19,131) 9,239
Loss on equity method and other investments . . 5,301 — —
Loss on premises and equipment.................. . 3,242 1,955 6,436
(Gain) loss on loans sold and held for sale {4,646) 23,307 —
Stock-based compensation expense.......... 3,777 37,081 44,249
Gain on purchase of business...............c.c.ocooene... (6,835) — —
Net principal disbursed on loans originated for sale . — (142,184) —
Proceeds from sales of loans originated for sale ..o — 142,670 —
Changes in assets and liabilities:
Decrease in amounts due from asset securitization ... - — 541,549
Increase in other assefs..........ccccooceeveeeieennne, . (21,938) {201,105 (104,724
Increase {decrease) in accrued expenses and othe . . 349,602 (31,519 (545,560
Net cash provided by operahing AChVIES ........cocoiviiiiiiiiieeiiic et eeb e v s 3,609,615 3,872,586 3,597,892
Cash flows from invesfing activities
Maturities of other SROM-ErM INVESIMENLS ...\ ot ettt ee et e e oo e e 375,000 1,350,000 919,700
Purchases of other short-term investments ............oco.coceveevenan.. - {375,000) (2,269,700}
Maturities and sales of available-for-sale investment securities ... . 1,327,418 , 014
Purchases of available-for-sale investment securities................... .. (2,400,220 (5,285,756) (683,980)
Maturities of held-to-maturity investment securities ... 18,482 21,5 8,286
Purchases of held-to-maturity investment securities.... (1,950) (1,099) (1,269)
Proceeds from sale of loans originated for investment ........ 28,797 1,469,436 —
Net principal disbursed on loans originated for investment . . 3,969,555 (3,089,034) (7,403,826)
Purchose of loan receivables ..., . 3,165,086 — —
Purchase of business, net of cash acquired 401,158 — —
Purchose of other investments .................. 108,905) — —
Proceeds from securifization ...............ccccveevvieeieis e — — 3,542,850
Decrease increase} in restricted cash — special dividend escrow.... . — 643,311 (643,311)
Decrease [increase) in restricted cash —other.............................. . 284,174 {124,998) —
Proceeds trom sale of premises and equipment . . 3,013 245 1,249
Purchases of premises and BQUIPMENE...........o.i. ittt (111,560) (54,676) (53,793)
Net cash used for INVESHNG ACHVIHES «...........oviveues ittt s n (8,121,550) (4,722,952) {6,160,780)
Cash flows from financing activities
Proceeds from issuance of preferred stock and warrant ... — — 1,224,558
Net increase [decrease) in short-term borrowings........... . 50,000 — {500,000)
Proceeds from issuance of securitized debt ....... 3,700,000 1,800,000 —
Maturities of securitized debt..........oc.ooovie il (5,745,525) (9,310,528) —
Proceeds from issuance of other long-ferm borrowings. — 1,003,427 1,098,194
Repayment of long-term borrowings and bank notes:... (361,613) (635,912) (404,211}
Proceeds from issuance of common stock ................ 22,646 , 533,822
Purchases of treasury stock................... . (434,796) (8,241} (11,385)
Net increase in deposits....................... . 5,141,206 1,343,673 3,572,520
Proceeds from acquisition of deposits . . - ,627 —
Redemﬁrion of preferred stock ........... . — (1,224,558 —
Repurchase of warrant ............... — 172,000 —
Dividend paid to Morgan Stanley.................... — 775,000 —
Dividends paid on common and ‘preferred stock... . (109,573} (70,431 (101,034)
Net cash provided by (used for} financing achivifies................ooiiiiicc e 2,263,045 {7,071,620) 5,412,464
Net decrease (increase) in cash and cash equivalents (2,248,890) {7,921,986) 2,849,576
Cash and cash equivalents, at beginning of perio 5,098,733 13,020,719 10,171,143
Cash and cash equivalents, at end of period ..............c.coeiiiiiiiieiiei e $2,849,843 $ 5,098,733  $13,020,719

SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATION:
Cash paid during the period for:

INferest EXPENSE ... .veeeiveiviieiiieireee e . . $1,342,429  $ 1,452,051 $ 1,266,427

Income taxes, net of income tax refunds $§ 906,112 $§ 169,045 $ 913,988
Non-cash transactions:

Assumption of SLC debt ... et et $ 2,921,372 — $ —

Acquisition of certificated beneficial interests in DCENT and DCMT, net of maturities .................cooooovviereiee. $ - 3 —  $ 3561139

Special dividend — Morgan Stanley ..o $ — $ 33757 § (335757)

See Notes to the Consolidated Financial Statements.
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Notes to the Consolidated Financial Statements

1. Background and Basis of Presentation

Description of Business. Discover Financial Services (“DFS” or the “Company”) is a direct banking and payment
services company. The Company is a bank holding company under the Bank Holding Company Act of 1956 as well as a
financial holding company under the Gramm-Leach-Bliley Act and therefore is subject fo oversight, regulation and
examination by the Board of Governors of the Federal Reserve System (the “Federal Reserve”). Through its Discover Bank
subsidiary, a Delaware state-chartered bank, the Company offers its customers credit cards, student loans, personal loans
and deposit products. Through its DFS Services LLC subsidiary and its subsidiaries, the Company operates the Discover
Network, the PULSE Network (“PULSE”) and Diners Club International {“Diners Club”). The Discover Network is @
payment card fransaction processing network for Discover card-branded and third-party issued credit, debit and prepaid
cards. PULSE operates an electronic funds transfer network, providing financial institutions issuing debit cards on the
PULSE network with access to ATMs domestically and internationally, as well as point of sale terminals at retail locations
throughout the U.S. for debit card transactions. Diners Club is a global payments network of licensees, which are
generally financial institutions, that issue Diners Club branded credit cards and/or provide card acceptance services.

The Company’s business segments are Direct Banking and Payment Services. The Direct Banking segment includes
consumer banking and lending products which includes Discover card-branded credit cards issued to individuals and
small businesses on the Discover Network and other consumer products and services, including personal loans, student
loans, prepaid cards and other consumer lending and deposit products offered through the Company’s Discover Bank
subsidiary. The Payment Services segment includes PULSE, Diners Club and the Company’s third-party issuing business,
which includes credit, debit and prepaid cards issued on the Discover Network by third parties.

Basis of Presentation. The accompanying consolidated financial statements have been prepared in accordance with
accounting principles generally accepted in the United States (“GAAP”). The preparation of financial statements in
conformity with GAAP requires the Company to make estimates and assumptions that affect the amounts reported in the
consolidated financial statements and related disclosures. These estimates are based on information available as of the
date of the consolidated financial statements. The Company believes that the estimates used in the preparation of the
consolidated financial statements are reasonable. Actual results could differ from these estimates.

Principles of Consolidation. The consolidated financial statements include the accounts of the Company and its wholly-
owned subsidiaries. The Company’s policy is to consolidate all entities in which it owns more than 50% of the outstanding
voting stock unless it does not control the entity. However, the Company did not have a controlling voting interest in any
entity other than its wholly-owned subsidiaries in the periods presented in the accompanying consolidated financial
statements.

It is also the Company’s policy to consolidate any variable inferest entity for which the Company is the primary
beneficiary, as defined by GAAP. Pursuant to amendments to GAAP that became effective for the Company on
December 1, 2009, the Company concluded that it is the primary beneficiary of the Discover Card Master Trust | and the
Discover Card Execution Note Trust (the “trusts”), and accordingly, began consolidating the trusts. The Company is
deemed to be the primary beneficiary of each of these trusts since it is, for each, the trust servicer and the holder of both
the residual interest and the majority of the most subordinated inferests. Because of those involvements, the Company has,
for each trust, i) the power to direct the activities that most significantly impact the economic performance of the trust, and
ii) the obligation (or right) to absorb losses (or receive benefits) of the trust that could potentially be significant. See Note
2: Change in Accounting Principle for additional information. Each of those entities did not meet the conditions for
consolidation under GAAP standards in effect through November 30, 2009, as each was a qualified special purpose
entity through that date and therefore exempt from the variable inferest entity consolidation rules in effect prior to
December 1, 2009. In conjunction with the acquisition of The Student Loan Corporation on December 31, 2010, the
Company defermined that it is the primary beneficiary of the student loan trusts included among the acquired assets. The
Company has determined that it was not the primary beneficiary of any other variable interest entity during the years
ended November 30, 2011 and 2010 and that it was not the primary beneficiary of any variable interest entity during
the year ended November 30, 2009 under the consolidation rules in effect during that period.
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For investments in any entities in which the Company owns 50% or less of the outstanding voting stock but in which the
Company has significant influence over operating and financial decisions, the Company applies the equity method of
accounting. In cases where the Company’s equity investment is less than 20% and significant influence does not exist,
such investments are carried at cost.

Recently Issued Accounting Pronouncements. In December 2011, the Financial Accounting Standards Board (“FASB”)
issued Accounting Standards Update (“ASU”) No. 2011-11, Balance Sheet (Topic 210): Disclosures about Offsetting
Assets and Liabilities. ASU 2011-11 adds certain additional disclosure requirements about financial instruments and
derivatives instruments that are subject fo netting arrangements. The Company has master netting arrangements
pertaining fo collateral posting requirements with its interest rate swap counterparties, as more fully discussed in Note 23:
Derivatives and Hedging Activities. Additional details about these positions and how they are reported will be disclosed.
The new disclosures are required for annual reporting periods beginning on or after January 1, 2013, and inferim
periods within those periods. Because this amendment impacts disclosures only, it will have no effect on the Company’s
financial condition, results of operations or cash flows.

In September 2011, the FASB issued ASU No. 2011-08, Infangibles-Goodwill and Other (Topic 350): Testing
Goodwill for Impairment. ASU 2011-08 is intended to simplify goodwill impairment testing by adding a qualitative
review step to assess whether the required quantitative impairment analysis that exists today is necessary. Under the
amended rule, a company will not be required to calculate the fair value of a business that contains recorded goodwill
unless it concludes, based on the qualitative assessment, that it is more likely than not that the fair value of that business is
less than its book value. If such a decline in fair value is deemed more likely than not to have occurred, then the
quantitative goodwill impairment test that exists under current GAAP must be completed; otherwise, goodwill is deemed
fo be not impaired and no further festing is required until the next annual test date (or sooner if conditions or events
before that date raise concerns of potential impairment in the business). The amended goodwill impairment guidance
does not affect the manner in which a company estimates fair value. The new standard is effective for annual and interim
goodwill impairment tests performed for fiscal years beginning after December 15, 2011, with early adoption permitted.
The Company has $255 million in goodwill, all of which is associated with its PULSE Network. The value of that goodwill
will not be affected by the adoption of this standard.

In June 2011, the FASB issued ASU No. 2011-05, Comprehensive Income (Topic 220): Presentation of Comprehensive
Income. This ASU will require companies to present the components of net income and other comprehensive income
either as one continuous statement or as two consecutive statements. It eliminates the option to present components of
other comprehensive income as part of the statement of changes in stockholders’ equity. The standard does not change
the items which must be reported in other comprehensive income, how such items are measured or when they must be
reclassified to net income. This standard is effective for interim and annual periods beginning after December 15, 2011.
The FASB subsequently deferred the effective date of certain provisions of this standard pertaining fo the reclassification
of items out of accumulated other comprehensive income, pending the issuance of further guidance on that matter.
Because this ASU impacts presentation only, it will have no effect on the Company’s financial condition, results of
operations or cash Hows.

In May 2011, the FASB issued ASU No. 2011-04, Fair Value Measurement (Topic 820): Amendments to Achieve
Common Fair Value Measurement and Disclosure Requirements in U.S. GAAP and IFRSs. This ASU is intended to result in
convergence between U.S. GAAP and International Financial Reporting Standards (“IFRS”) requirements for measurement
of and disclosures about fair value. The amendments are not expected to have a significant impact on companies
applying U.S. GAAP. Key provisions of the amendment include: a prohibition on grouping financial instruments for
purposes of defermining fair value, except when an entity manages market and credit risks on the basis of the entity’s net
exposure to the group; an extension of the prohibition against the use of a blockage factor to all fair value measurements
(that prohibition currently applies only to financial instruments with quoted prices in active markets); and a requirement
that for recurring Level 3 fair value measurements, entities disclose quantitative information about unobservable inputs, a
description of the valuation process used and qualitative details about the sensitivity of the measurements. In addition, for
items not carried at fair value but for which fair value is disclosed, entities will be required to disclose the level within the
fair value hierarchy that applies to the fair value measurement disclosed. This ASU is effective for interim and annual
periods beginning after December 15, 2011. The adoption of this ASU is not expected to have a significant impact on the
Company’s fair value measurements, financial condition, results of operations or cash flows.
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In April 2011, the FASB issued ASU No. 2011-03, Transfers and Servicing (Topic 860): Reconsideration of Effective
Control for Repurchase Agreements. This ASU amends the sale accounting requirement concerning a transferor’s ability
to repurchase transferred financial assets even in the event of default by the transferee, which typically is facilitated in a
repurchase agreement by the presence of a collateral maintenance provision. Specifically, the level of cash collateral
received by a transferor will no longer be relevant in defermining whether a repurchase agreement constitutes a sale. As
a result of this amendment, more repurchase agreements will be treated as secured financings rather than sales. This ASU
is effective prospectively for new transfers and existing transactions that are modified in the first interim or annual period
beginning on or after December 15, 2011. Because essentially all repurchase agreements entered into by the Company
have historically been deemed to constitute secured financing transactions, this amendment is expected fo have no impact
on the Company's characterization of such transactions and therefore is not expected to have any impact on the
Company’s financial condition, results of operations or cash flows.

In April 2011, the FASB issued ASU No. 2011-02, Receivables (Topic 310): A Creditor’s Determination of Whether a
Restructuring Is a Troubled Debt Restructuring. This update is intended to clarify the FASB’s views on the conditions under
which a loan modification should be deemed a troubled debt restructuring. The new guidance clarifies that a restructuring
that results in a delay in payment that is insignificant is not a concession, and, accordingly, it provides guidance on the
determination of when such a modification should be deemed insignificant. Our granting of student loan forbearance
constitutes a modification that results in a temporary delay in payments and generally involves no other changes of terms.
Under the new guidance, we have concluded that certain private student loans within our student loan portfolio for which
we have granted a second forbearance period, as well as personal loans to customers who are enrolled in a long-term
payment program, are troubled debt restructurings. This new accounting guidance was effective for the first interim or
annual period beginning after June 15, 2011, however it is required to be applied retrospectively to December 1, 2010,
the beginning of our 2011 fiscal year. For the year ended November 30, 2011, this resulted in approximately $5.4
million of student loans and $7.6 million of personal loans being classified as troubled debt restructurings. The adoption
of this ASU did not have a material impact on the Company’s allowance for loan losses.

In July 2010, the FASB issued ASU No. 2010-20, Disclosures about the Credit Quality of Financing Receivables and
the Allowance for Credit Losses. ASU No. 2010-20 requires a greater level of disaggregation in disclosures relating to
the credit quality of the Company’s financing receivables and allowance for loan losses. ASU 2010-20 also requires
enhanced disclosures around nonaccrual and past due financing receivables and impaired loans. The Company has
included the required disclosures in Note é: Loan Receivables.

2. Change in Accounting Principle

Statement of Financial Accounting Standards No. 166, Accounting for Transfers of Financial Assets-an amendment of
FASB Statement No. 140 (“Statement No. 166", codified within ASC Topic 860, Transfers and Servicing) and Statement
of Financial Accounting Standards No. 167, Amendments fo FASB Interpretation No. 46(R) (“Statement No. 1677,
codified within ASC Topic 810, Consolidation) became effective for the Company on December 1, 2009.

Statement No. 166 amended the accounting for transfers of financial assets. Under Statement No. 166, the trusts used
in the Company's securifization transactions are no longer exempt from consolidation. Statement No. 167 prescribes an
ongoing assessment of the Company’s involvement in the activities of the trusts and the Company’s rights or obligations to
receive benefits or absorb losses of the trusts that could be potentially significant in order to determine whether those
variable interest entities (“VIEs”) must be consolidated in the Company’s financial statements. In accordance with
Statement No. 167, the Company concluded it is the primary beneficiary of the Discover Card Master Trust | (“DCMT”)
and the Discover Card Execution Note Trust (“DCENT”) and accordingly, the Company began consolidating the trusts on
December 1, 2009. Using the carrying amounts of the trust assets and liabilities as prescribed by Statement No. 167, the
Company recorded a $21.1 billion increase in total assets, a $22.4 billion increase in total liabilities and a $1.3 billion
decrease in stockholders’ equity (comprised of a $1.4 billion decrease in retained earnings offset by a $0.1 billion
increase in accumulated other comprehensive income). These amounts were comprised of the following transition
adjustments, which were treated as noncash activities for purposes of preparing the 2010 consolidated statement of cash
flows:

* Consolidation of $22.3 billion of securitized loan receivables and the related debt issued from the trusts to third-
party investors;

e Consolidation of $0.1 billion of cash collateral accounts and the associated debt issued from the trusts;
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* Reclassification of $2.3 billion of held-to-maturity investment securities fo loan receivables;

o Reclassification of $2.3 billion of available-for-sale investment securities to loan receivables and reversal of $0.1
billion, net of tax, of related unrealized losses previously recorded in other comprehensive income;

* Recording of a $2.1 billion allowance for loan losses, not previously required under GAAP, for the newly
consolidated and reclassified credit card loan receivables;

* Reversal of all amounts recorded in amounts due from asset securitization through (i) derecognition of the remaining
$0.1 billion value of the interest-only strip receivable, net of tax, (i) reclassification of $0.8 billion of cash collateral
accounts and $0.3 billion of accumulated collections to restricted cash, {iii) reclassification of $0.2 billion to unbilled
accrued interest receivable, and (iv) reclassification of $0.3 billion of billed accrued interest receivable to loan
receivables; and

¢ Recording of net deferred tax assets of $0.8 billion, largely related to establishing an allowance for loan losses on
the newly consolidated and reclassified credit card loan receivables.

The assets of the consolidated VIEs include restricted cash and certain credit card loan receivables, which are restricted
to settle the obligations of those entities and are not expected to be available to the Company or its creditors. Liabilities of
the consolidated VIEs include secured borrowings for which creditors or beneficial interest holders do not have recourse
to the general credit of the Company.

Beginning with the Company’s statements of income for the year ended November 30, 2010, the Company no longer
reports securitization income, but instead reports interest income, net charge-offs and certain other income associated
with all securitized loan receivables, and interest expense associated with debt issued from the trusts to third-party
investors in the same line items in the Company’s statement of income as non-securitized credit card loan receivables and
corporate debt. Additionally, the Company no longer records initial gains on new securitization activity since securitized
credit card loans no longer receive sale accounting treatment. Also, there are no gains or losses recorded on the
revaluation of the interest-only sirip receivable as that asset is not recognizable in a transaction accounted for as a
secured borrowing. Because the Company’s securitization transactions are accounted for under the new accounting rules
as secured borrowings rather than asset sales, the cash flows from securitization transactions are presented as cash flows
from financing activities rather than as cash flows from operating or investing activities.

The Company’s statement of income for the year ended November 30, 2009 has not been refrospectively adjusted to
reflect the amendments to ASC 810 and ASC 860. Therefore, 2011 and 2010 results will not be comparable to prior

period amounts.

3. Summary of Significani Accounting Policies

Cash and Cash Equivalents. Cash and cash equivalents is defined by the Company as cash on deposit with banks,
including time deposits and other highly liquid investments, with maturities of 90 days or less when purchased. Cash and
cash equivalents included $0.6 billion and $0.4 billion of cash and due from banks and $2.2 billion and $4.7 billion of
interest-earning deposits in other banks at November 30, 2011 and 2010, respectively.

Restricted Cash. Restricted cash includes cash for which the Company’s ability to withdraw funds at any time is
contractually limited. Restricted cash is generally designated for specific purposes arising out of certain contractual or
other obligations.

Short-term’Investments. Short-term investments include certificates of deposit with maturities greater than 90 days but
less than one year when purchased.

Investment Securities. At November 30, 2011, investment securities consisted of credit card asset-backed securities
issued by other institutions, U.S. Treasury and U.S. government agency obligations, corporate debt securities, mortgage-
backed securities issued by government agencies and state agency bonds. Investment securities which the Company has
the positive intent and ability to hold to maturity are classified as held-to-maturity and are reported at amortized cost. All
other investment securities are classified as available-for-sale, as the Company does not hold investment securities for
trading purposes. Available-for-sale investment securities are reported at fair value with unrealized gains and losses, net
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of tax, reported as a component of accumulated other comprehensive income included in stockholders’ equity. The
Company estimates the fair value of available-for-sale investment securities pursuant to the guidance in ASC Topic 820,
Fair Value Measurements and Disclosures (“ASC 820”). The amortized cost for each held-to-maturity and
available-for-sale investment security is adjusted for amortization of premiums or accretion of discounts, as appropriate.
Such amortization or accretion is included in interest income. The Company evaluates its unrealized loss positions for
other-than-temporary impairment in accordance with GAAP applicable for investments in debt and equity securities and
in accordance with SEC Staff Accounting Bulletin Topic 5M. Realized gains and losses and other-than-temporary
impairments related to investment securities are defermined at the individual security level and are reported in other
income.

To-be-announced Investment Securities. The Company’s to-be-announced investment securities are forward contracts
for regular-way purchases of government agency securities. They are accounted for as investment securities rather than
as derivative instruments. Accordingly, they are designated as held-to-maturity or available-for-sale consistent with the
expected designation of the security to be purchased. These contracts are for the purchase of mortgage-backed securities
with a stated coupon and original term to maturity but for which the specific underlying mortgage loans are not known at
the time of the transaction. The related liability associated with these contracts is recorded in other liabilities within the
consolidated statement of financial condition.

Loans Held for Sale. When management makes a decision to sell loan receivables, loans will be reclassified as held for
sale. The Company includes its loans held for sale in loan receivables and carries these assets ot the lower of aggregate
cost or fair value. In determining fair value, management considers the expected sale price, which is based on market
analysis. An allowance for loan losses is not maintained for loans held for sale.

Loan Receivables. Loan receivables consist of credit card receivables and other consumer loans and include purchased
credit-impaired (“PCI”) loans as well as loans held for sale. Loan receivables also include unamortized net deferred foan
origination fees and costs (also see “ — Loan Interest and Fee Income”). Credit card loan receivables include consumer
credit card loan receivables and business credit card loan receivables. Credit card loan receivables are reported at their
principal amounts outstanding and include uncollected billed interest and fees and are reduced for unearned revenue
related to balance transfer fees (also see “ — Loan Interest and Fee Income”). Other consumer loans consist of student
loans, personal loans and other loans and are reported at their principal amounts outstanding.

PCl loans are loans acquired at prices which reflected a discount related to deterioration in individual loan credit
quality since origination. The Company’s PCl loans are comprised entirely of private student loans acquired during fiscal
year 2011. These loans are accounted for pursuant to ASC Subtopic 310-30, Loans and Debt Securities Acquired with
Deteriorated Credit Quality.

The PCl student loans were aggregated into pools based on common risk characteristics at the time of their acquisition.
Loans were grouped primarily on the basis of origination date as loans originated in a particular year generally reflect
the application of common origination strategies and/or underwriting criteria. Each pool is accounted for as a single
asset and each has a single composite inferest rate, total contractual cash flows and total expected cash flows.

Interest income on PCl foans is recognized on the basis of expected cash flows rather than contractual cash flows. The
total amount of inferest income recognizable on a pool of PCl loans (i.e., its accretable yield) is the difference between the
carrying amount of the loan pool and the future cash flows expected to be collected without regard to whether the
expected cash flows represent principal or interest collections. Interest is recognized on an effective yield basis over the
life of the loan pool. -

The initial estimates of the fair value of the PCl student loans included the impact of expected credit losses, and
therefore, no allowance for loan loss was recorded as of the purchase dates. The difference between contractually
required cash flows and cash flows expected to be collected, as measured at the acquisition dates, is not permitted to be
accreted. Charge-offs are absorbed by this non-accretable difference and do not result in a charge to earnings.

The estimate of cash flows expected to be collected is updated each reporting period to reflect management's latest
expectations of future credit losses and borrower prepayments, and interest rates in effect in the current period. To the
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extent expected credit losses increase after the acquisition dates, the Company will record an allowance for loan losses
through the provision for loan losses, which will reduce net income. Changes in expected cash flows related to changes in
prepayments or interest rate indices for variable rate loans generally are recorded prospectively as adjustments to interest
income.

To the extent that a significant increase in cash flows due fo lower expected losses is deemed probable, the Company
will first reverse any previously established allowance for loan losses and then increase the amount of remaining
accretable yield. The increase to yield would be recognized prospectively over the remaining life of the loan pool. An
increase in the accretable yield would reduce the remaining non-accretable difference available to absorb subsequent
charge-offs. Disposals of loans, which may include sales of loans or receipt of payments in full from the borrower or
charge-offs, result in removal of the loans from their respective pools.

The Company’s loan receivables are deemed to be held for investment at origination or acquisition because
management has the intent and ability to hold them for the foreseeable future. In determining the amount of loans that
can continue to be held for investment, management considers capital levels and scheduled maturities of funding
instruments used.

Cash flows associated with loans that are originated or acquired with the intent to sell are included in cash flows from
operating activities. Cash flows associated with loans originated or acquired for investment are classified as cash flows
from investing activities, regardless of a subsequent change in intent.

Delinquent Loans. The entire balance of an account is contractually past due if the minimum payment is not received by
the specified date on the customer’s billing statement. Delinquency is reported on loans that are 30 or more days past

due.

Credit card loans are charged off at the end of the month during which an account becomes 180 days past due.
Closed-end consumer loan receivables are charged off ot the end of the month during which an account becomes 120
days contractually past due. Customer bankruptcies and probate accounts are charged off at the end of the month 60
days following the receipt of notification of the bankruptcy or death, but not later than the 180-day time frame described
above. Receivables associated with alleged or potential fraudulent transactions are adjusted to their net realizable value
upon receipt of notification of such fraud through a charge to other expense and are subsequently written off at the end
of the month 90 days following notification, but not later than the contractual 180-day time frame. The Company’s

charge-off policies are designed to comply with guidelines established by the Federal Financial Institutions Examination
Council (“FFIEC").

The practice of re-aging an account also may affect credit card loan delinquencies and charge-offs. A re-age is
intended to assist delinquent customers who have experienced financial difficulties but who demonstrate both an ability
and willingness to repay. Accounts meeting specific criteria are re-aged when the Company and the customer agree on a
temporary repayment schedule that may include concessionary terms. With re-aging, the outstanding balance of a
delinquent account is returned to a current status. Customers may also qualify for a workout re-age when either o longer
term or permanent hardship exists. The Company’s re-age practices are designed to comply with FFIEC guidelines.

Allowance for Loan Losses. The Company maintains an allowance for loan losses at a level that is appropriate to
absorb probable losses inherent in the loan portfolio. The allowance is evaluated monthly for appropriateness and is
maintained through an adjustment to the provision for loan losses. Charge-offs of principal amounts of loans outstanding
are deducted from the allowance and subsequent recoveries of such amounts increase the allowance.

The Company calculates its allowance for loan losses by estimating probable losses separately for segments of the loan
portfolio with similar loan characteristics, which generally results in segmenting the portfolio by loan product type.

For its credit card loan receivables, the Company bases its allowance for loan loss on several analyses that help
estimate incurred losses as of the balance sheet date. While the Company’s estimation process includes historical data
and analysis, there is a significant amount of judgment applied in selecting inputs and analyzing the results produced by
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the models to determine the allowance. The Company uses a migration analysis to estimate the likelihood that a loan will
progress through the various stages of delinquency. The migration analysis considers uncollectible principal, interest and
fees reflected in the loan receivables. The Company uses other analyses to estimate losses incurred on non-delinquent
accounts. The considerations in these analyses include past performance, risk management techniques applied to various
accounts, historical behavior of different account vintages, current economic conditions, recent trends in delinquencies,
bankruptcy filings, account collection management, policy changes, account seasoning, loan volume and amounts,
payment rates, and forecasting uncertainties. The Company does not evaluate loans for impairment on an individual
basis, but instead estimates its allowance for credit card loan losses on a pooled basis, which includes loans that are
delinquent and/or no longer accruing interest.

For its other consumer loans, the Company considers historical and forecasted estimates of incurred losses in estimating
the related allowance for loan losses. The Company may also consider other factors, such as current economic conditions,
recent trends in delinquencies and bankrupicy filings, account collection management, policy changes, account
seasoning, loan volume and amounts, payment rates and forecasting uncerfainties. Similar to credit card loans, the
Company does not evaluate other consumer loans for impairment on an individual basis, but instead estimates its
allowance for personal and student loans on a pooled basis, which includes loans that are delinquent and/or no longer
accruing interest.

As part of certain collection strategies, the Company may modify the terms of loans to customers experiencing financial
hardship. Temporary and permanent modifications on credit card loans, certain grants of student loan forbearance and
long-term modifications to personal loans are considered troubled debt restructurings and are accounted for in
accordance with ASC 310-40, Troubled Debt Restructuring by Creditors. When a delinquent borrower is granted a
second forbearance period, the Company classifies these loans as troubled debt restructurings. Forbearance is granted in
either three- or six-month increments with a lifetime cap of up to 12 months, while private student loans have repayment
terms of 10 to 30 years and the actual maturity can extend for several additional years since no payments are required
while the borrower is in school. The forbearance period does not result in a significant delay in payment relative to the
original expected duration. Furthermore, the Company does not anticipate significant shortfalls in the contractual amount
due for borrowers using a first forbearance period as the historical performance of these borrowers is not significantly
different from the overall portfolio. However, when a delinquent borrower is granted a second forbearance period, the
forbearance is considered a troubled debt restructuring.

Loan receivables, other than PCl loans, that have been modified under a troubled debt restructuring are evaluated
separately from the pools of receivables that are subject to the collective analyses described above. Loan receivables
modified in a troubled debt restructuring are recorded at their present values with impairment measured as the difference
between the loan balance and the discounted present value of cash flows expected to be collected. Changes in the
present value are recorded in the provision for loan losses. All of the Company’s troubled debt restructurings, which are
evaluated collectively on an aggregated (by loan type) basis, have a related allowance for loan losses.

Premises and Equipment, net. Premises and equipment, net are stated at cost less accumulated depreciation and
amortization, which is computed using the straight-line method over the estimated useful lives of the assets. Buildings are
depreciated over a period of 39 years. The costs of leasehold improvements are capitalized and depreciated over the
lesser of the remaining term of the lease or the asset’s estimated useful life, typically ten years. Furniture and fixtures are
depreciated over a period of five to ten years. Equipment is depreciated over three to ten years. Capitalized leases,
consisting of computers and processing equipment, are depreciated over three and six years, respectively. Maintenance
and repairs are immediately expensed, while the costs of improvements are capitalized.

Purchased software and capitalized costs related to internally developed software are amortized over their useful lives
of three fo five years. Costs incurred during the application development stage related to internally developed software
are capitalized in accordance with ASC Subtopic 350-40, Intangibles — Goodwill and Other: Internal Use Software.
Pursuant to that guidance, costs are expensed as incurred during the preliminary project stage and post implementation
stage. Once the capitalization criteria as defined in GAAP have been met, external direct costs incurred for materials and
services used in developing or obtaining internal-use computer software, payroll and payroll-related costs for employees
who are directly associated with the internal-use computer software project (to the extent those employees devoted time
directly to the project), and interest costs incurred when developing computer software for internal use are capitalized.
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Amortization of capitalized costs begins when the software is ready for its intended use. Capitalized software is included
in premises and equipment, net in the Company’s consolidated statements of financial condition. See Note 8: Premises
and Equipment for further information about the Company’s premises and equipment.

Goodwill. Goodwill is recorded as part of the Company’s acquisitions of businesses when the purchase price exceeds
the fair value of the net tangible and separately identifiable intangible assets acquired. The Company’s goodwill is not
amortized, but rather is subject to an impairment test at the reporting unit level each year, or more often if conditions
indicate impairment may have occurred, pursuant to ASC Topic 350; Infangibles — Goodwill and Other. The Company’s
reported goodwill relates to PULSE and the reporting unit is comprised of the PULSE business. The goodwill impairment
analysis is a two-step test. In the first step, the fair value of the reporting unit is compared to its carrying value. If the fair
value of the reporting unit exceeds its carrying value including goodwill, goodwill is considered to be not impaired. If the
carrying value including goodwill exceeds its fair value, goodwill is potentially impaired and the second step of the test -
becomes necessary. In the second step, the implied fair value of goodwill is derived and compared to the carrying
amount of goodwill. The implied fair value of goodwill is the excess of the fair value of the reporting unit over the sum of
the fair values of all identifiable assets less the liabilities associated with the reporting unit. if the carrying value of
goodwill allocated to the reporting unit exceeds its implied fair value, an impairment charge is recorded for the excess.

Intangible Assets. The Company’s intangible assets consist of both amortizable and non-amortizable intangible assets.
The Company’s amortizable intangible assets consist primarily of acquired customer relationships and certain trade name
intangibles. All of the Company’s amortizable intangible assets are carried at net book value and are amortized over
their estimated useful lives. The amortization periods approximate the periods over which the Company expects to
generate future net cash inflows from the use of these assets. The Company’s policy is to amortize intangibles in a manner
that reflects the pattern in which the projected net cash inflows to the Company are expected to occur, where such pattern
can be reasonably determined, as opposed to the straight-line basis. This method of amortization typically results in a
greater portion of the intangible asset being amortized in the earlier years of its useful life.

All of the Company’s amortizable intangible assets, as well as other amortizable or depreciable long-lived assets such
as premises and equipment, are subject to impairment testing when events or conditions indicate that the carrying value
of an asset may not be fully recoverable from future cash flows. A test for recoverability is done by comparing the asset's
carrying value to the sum of the undiscounted future net cash inflows expected to be generated from the use of the asset
over its remaining useful life. Impairment exists if the sum of the undiscounted expected future net cash inflows is less than
the carrying amount of the asset. Impairment would result in a write-down of the asset fo its estimated fair value. The
estimated fair values of these assets are based on the discounted present value of the stream of future net cash inflows
expected to be derived over the remaining useful lives of the assets. If an impairment write-down is recorded, the
remaining useful life of the asset will be evaluated to determine whether revision of the remaining amortization or
depreciation period is appropriate.

The Company’s nonamortizable intangible assets consist of the international transaction processing rights and brand-
related intangibles included in the acquisition of Diners Club as well as the trade names acquired in The Student Loan
Corporation acquisition. These assets are deemed to have indefinite useful lives and are therefore not subject fo
amortization. All of the Company’s nonamortizable intangible assets are subject to a test for impairment annually, or
more frequently if events or changes in circumstances indicate that the asset might be impaired. As required by GAAP, if
the carrying value of a nonamortizable intangible asset is in excess of its fair value, the asset must be written down to its
fair value through the recognition of an impairment charge to earnings. In contrast to amortizable intangibles, there is no
test for recoverability associated with the impairment test for nonamortizable intangible assets.

Stock-based Compensation. Pursuant to ASC Topic 718, Compensation — Stock Compensation, the Company measures
the cost of employee services received in exchange for an award of stock-based compensation based on the grant-date
fair value of the award. The cost is recognized over the requisite service period, except for awards granted fo refirement-
eligible employees, which are fully expensed by the grant date. No compensation cost is recognized for awards that are
subsequently forfeited.

Advertising Costs. The Company expenses advertising costs as incurred. Television advertising costs are expensed in the
period in which the advertising is first aired. Advertising costs are recorded in marketing and business development and were
$150.1 million, $143.6 million and $93.0 million for the years ended November 30, 2011, 2010 and 2009, respectively.
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Income Taxes. Income tax expense is provided for using the asset and liability method, under which deferred tax assets
and liabilities are determined based on the temporary differences between the financial statement and income tax bases
of assets and liabilities using currently enacted tax rates. See Note 17: Income Taxes for more information about the
Company’s income taxes.

Financial Instruments Used for Asset and Liability Management. The Company enters into derivative financial
instrument contracts, specifically inferest rate swaps, to manage interest rate risk arising from certain interest-rate sensitive
assets and liabilities, and it accounts for such transactions in accordance ASC Topic 815, Derivatives and Hedging.
Derivative contracts having positive net fair values, inclusive of net accrued interest receipts or payments, are recorded in
other assets. Derivative contracts with negative net fair values, inclusive of net accrued interest payments or receipts, are
recorded in accrued expenses and other liabilities. With regard to such derivatives hedging interest-bearing deposits or
long-term debt, changes in both the fair value of the derivatives and the gains or losses on the hedged interest-bearing
deposits or long-term debt relating to the risk being hedged are recorded in interest expense and provide offset to one
another. Ineffectiveness related to these fair value hedges, if any, is recorded in interest expense. With regard to
derivatives hedging future cash flows resulting from credit card loan receivables attributable to changes in benchmark
interest rates, changes in the fair value of the derivatives are recorded in other comprehensive income and are
subsequently reclassified into interest income in the period that the hedged forecasted transaction affects earnings.
Ineffectiveness related to these cash flow hedges, if any, is recorded in other income.

Accumulated Other Comprehensive Income. In accordance with the requirements of ASC Topic 220, Comprehensive
Income, the Company records unrealized gains and losses on available-for-sale securities, certain pension adjustments
and changes in the fair value of cash flow hedges in accumulated other comprehensive income on an after tax basis
where applicable. The Company presents accumulated other comprehensive income, net of tax, in its consolidated
statements of changes in stockholders’ equity.

Significant Revenue Recognition Accounting Policies

Loan Interest and Fee Income. Interest on loans is comprised largely of interest on credit card loans and is recognized
based upon the amount of loans outstanding and their contractual interest rate. Inferest on credit card loans is included in
loan receivables when billed fo the customer. The Company accrues unbilled interest revenue each month from a
customer’s billing cycle date to the end of the month. The Company applies an estimate of the percentage of loans that
will revolve in the next cycle in the estimation of the accrued unbilled portion of inferest revenue that is included in
accrued inferest receivable on the consolidated statements of financial condition. Interest on other consumer loan
receivables is accrued monthly in accordance with their contractual terms and recorded in accrued interest receivable,
which is included in other assets, in the consolidated statements of financial condition. Interest related to purchased credit-
impaired loans is discussed in Note 6: Loan Receivables.

The Company recognizes fees (except annual fees, balance transfer fees and certain product fees) on loan receivables
in inferest income or loan fee income as the fees are assessed. Annual fees, balance transfer fees and certain product fees
are recognized in interest income or loan fee income ratably over the periods to which they relate. Balance transfer fees
are accreted to inferest income over the life of the related balance. As of November 30, 2011 and 2010, deferred
revenues related to balance transfer fees, recorded as a reduction of loan receivables, were $40.9 million and $43.9
million, respectively. Loan fee income consists of fees on credit card loans and includes annual, late, returned check, cash
advance and other miscellaneous fees and is reflected net of waivers and charge-offs. Subsequent to February 2010, the
Company ceased charging overlimit fees on Discover credit cards.

Pursuant to ASC Subtopic 310-20, Receivables — Nonrefundable Fees and Other Costs, direct loan origination costs on
credit card loans are deferred and amortized on a straight-line basis over a one-year period and recorded in interest
income from credit card loans. Direct loan origination costs on other loan receivables are deferred and amortized over
the life of the loan and recorded in interest income from other loans. As of November 30, 2011 and 2010, the remaining
unamortized deferred costs related to loan origination were $22.9 million and $12.5 million, respectively, and were
recorded in loan receivables.

The Company accrues interest and fees on loan receivables until the loans are paid or charged off, except in instances
of customer bankruptcy, death or fraud, where no further interest and fee accruals occur following notification. Payments
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received on nonaccrual loans are allocated according to the same payment hierarchy methodology applied to loans that
are accruing inferest. When loan receivables are charged off, unpaid accrued interest and fees are reversed against the
income line items in which they were originally recorded in the consolidated statements of income. Charge-offs and
recoveries of amounts which relate to capitalized interest on student loans are treated as principal charge-offs and
recoveries, affecting the allowance for loan losses rather than interest income. The Company considers uncollectible
interest and fee revenues in assessing the adequacy of the allowance for loan losses.

Discount and Interchange Revenue. The Company earns discount revenue from fees charged to merchants with whom
the Company has entered into card acceptance agreements for processing credit card purchase transactions. Discover
card fransaction volume was concentrated among the Company’s top 100 merchants in 2011, with its largest merchant
accounting for approximotely 8% of that fransaction volume. We earn acquirer interchonge revenue from merchant
acquirers on all Discover Network card transactions and certain Diners Club transactions made by credit card customers
at merchants with whom merchant acquirers have entered into card acceptance agreements for processing credit card
purchase transactions. The Company pays issuer interchange to third-party card issuers who have entered into
contractual arrangements to issue cards on the Company’s networks as compensation for risk and other operating costs.
The discount revenue or acquirer inferchange is recognized as revenue, net of any associated issuer interchange cost, at
the time the transaction is captured. ‘

Customer Rewards. The Company offers its customers various reward programs, including the Cashback Bonus reward
program, pursuant fo which the Company pays certain customers a reward equal to a percentage of their credit card
purchase amounts based on the type and volume of the customer’s purchases. The liability for customer rewards, which is
included in accrued expenses and other liabilities on the consolidated statements of financial condition, is estimated on an
individual customer basis and is accumulated as qualified customers make progress toward earning the reward through
their ongoing credit card purchase activity. In determining the appropriate liability for customer rewards, the Company
estimates forfeitures of rewards accumulated but not redeemed based on historical account closure and charge-o
experience, actual customer credit card purchase activity and the terms of the rewards program. In accordance with ASC
Subtopic 605-50, Revenue Recognition: Customer Payments and Incentives (“ASC 605-50"), the Company recognizes
customer rewards cost as a reduction of the related revenue. For the years ended November 30, 2011, 2010 and 2009,
rewards costs, adjusted for estimated forfeitures, amounted to $879.0 million, $737.8 million, and $669.5 million,
respectively. At November 30, 2011 and 2010, the liability for customer rewards, adjusted for estimated forfeitures, was
$1.0 billion and $912.3 million, respectively, which is included in accrued expenses and other liabilities on the
consolidated statement of financial condition.

Fee Products. The Company earns revenue related to fees received for marketing products or services that are ancillary
to the Company’s credit card and personal loans, including payment protection products and identity theft protection
services, fo the Company’s customers. The amount of revenue recorded is based on the terms of the agreements and
contracts with the third parties that provide these services. The Company recognizes this income over the customer
agreement or contract period as earned.

Transaction Processing Revenue. Transaction processing revenue represents fees charged fo financial institutions and
merchants for processing ATM, debit and point-of-sale transactions over the PULSE network and is recognized at the time
the fransactions are processed. Transaction processing revenue also includes network participant revenue earned by
PULSE related to fees charged for maintenance, support, information processing and other services provided to financial
institutions, processors and other participants in the PULSE network. These revenues are recognized in the period that the
related transactions occur or services are rendered.

Royalty and Licensee Revenue. The Company earns revenue from licensing fees for granting the right to use the Diners
Club brand and processing fees for providing various services to Diners Club licensees, which we refer to together as
royalty and licensee revenue. Royalty revenue is recognized in the period that the cardholder volume used to calculate the
royalty fee is generated. Processing fees are recognized in the month that the services are provided. Royalty and licensee
revenue is included in other income on the consolidated statements of income.

Incentive Payments. The Company makes certain incentive payments under contractual arrangements with financial
institutions, Diners Club licensees, merchants and certain other customers. In accordance with ASC Topic 605-50,
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payments to customers are generally classified as contra-revenue unless a specifically identifiable benefit is received by
the Company in consideration for the payment and the fair value of such benefit is reasonably estimable and measurable.
If no such benefit is identified, then the entire payment is classified as contra-revenue, and included in other income in the
consolidated statements of income in the line item where the related revenues are recorded. If the payment gives rise to
an asset because it is expected to directly or indirectly contribute to future net cash inflows, it is deferred and recognized
over the expected benefit period. The unamortized portion of the deferred incentive payments included in other assets on
the consolidated statements of financial condition was $41.1 million and $45.8 million at November 30, 2011 and
2010, respectively.

Significant Accounting Policies Effective Prior fo the Adoption of FASB Statements No. 166 and 167

Loans Held for Sale. Prior to the adoption of FASB Statements No. 166 and 167, loans held for sale generally included
the amount of credit card receivables necessary to support net new securitization transactions expected to take place over
the subsequent three-month period. The amount of existing credit card receivables that would be reclassified as held for
sale was limited fo three months from the balance sheet date, as securitizations that were to occur beyond that point
involved a significant proportion of receivables that had not yet been originated, due o customer repayment behavior
and the revolving nature of credit cards. In estimating the amount of credit card receivables that should be classified as
held for sale, the Company considered its ability to access the securitization market given current market conditions,
scheduled maturities of outstanding asset-backed securities, management's targeted mix of funding sources used, and the
relative availability of the Company’s other funding sources.

The amount of credit card receivables classified as held for sale was determined on a homogeneous portfolio basis,
because the seller’s interest represents an undivided interest in each loan transferred to the securitization trust. Credit card
loan receivables that were classified as held for sale were reported at their par value because management believed that
approximated their fair values as a result of the short-term nature of the assets. An allowance for loan losses does not
apply to loans held for sale. -

When credit card receivables classified as held for sale were securitized and beneficial interests issued to third parties,
the loans held for sale balance was reduced, cash was received and amounts due from asset securitization was adjusted
to reflect changes in the Company’s retained interests as applicable. When certificated beneficial interests were retained,
loans held for sale was reduced and the available-for-sale investment securities balance was increased.

Retained Interests in Securitized Assets. The Company periodically transfers credit card loan receivables to asset
securitization trusts. Securitized credit card loan receivables include outstanding principal, interest and fees. Prior to the
adoption of Statements No. 166 and 167, the Company’s securitization transactions were recognized as sales and
accordingly, the Company removed securitized credit card receivables from loan receivables on its consolidated
statements of financial condition. The Company retained interests in the transferred financial assets in various forms
including an undivided seller’s interest, certificated beneficial interests in the trust assets, accrued interest and fees on
securitized credit card receivables (“accrued interest receivable”), cash collateral accounts, servicing rights and rights to
certain excess cash flows remaining after payments to investors in the securitization trust of their contractual rate of return,
the payment of servicing fees to the Company and reimbursement of credit card losses (“interest-only strip receivable”).

The Company included its undivided seller’s interest within loan receivables in the consolidated statements of financial
condition. The Company classified certificated retained beneficial interests as available-for-sale or held-to-maturity
investment securities on the consolidated statements of financial condition at their estimated fair values or amortized costs,
respectively. All other retained interests were recorded on the consolidated statements of financial condition in amounts
due from asset securitization. Certain components of amounts due from asset securitization were short-term in nature and,
therefore, their carrying values approximated fair values. The remaining retained interests in amounts due from asset
securitization were accounted for like trading securities and, accordingly, were marked to fair value each period with
changes in their fair values recorded in securitization income.

Cash flows associated with the securitization of credit card receivables that were originated for investment were
included in cash flows from investing activities. Cash flows related to credit card receivables transferred to the trust during
the term of a securitization in order to maintain a constant level of investor interest in receivables were classified as
operating cash flows, as those receivables were treated as being originated specifically for sale.
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Securitization Income. When beneficial interests in securitized receivables were issued to third-party investors, the
Company recognized a gain on the fransfer of the loan receivables. The amount of the gain depended in part on the
previous carrying amount of the assets involved in the transfer, allocated between the assets transferred and the retained
interests based upon their relative fair values at the date of the transfer. An interest-only strip receivable was recorded in
the consolidated statements of financial condition and represented the contractual right to receive interest and certain
other revenue less certain costs, including charge-offs on securitized loans and the interest paid to investors in the
securitization fransactions (“the excess spread”) from the trust over the estimated life of the securitized loan receivables.
The interest-only strip receivable was recorded at its estimated fair value with subsequent changes in fair value recorded
in securitization income. The Company estimated the fair value of the interest-only strip receivable based on the present
value of expected future cash flows using management's best estimate of the key assumptions, including forecasted
interest yield, loan losses and payment rates, the interest rate paid to investors and a discount rate commensurate with the
risks involved. The recognition of securitization income from the actual net excess cash flows accrued was offset in part by
the revaluation of the interest-only strip receivable such that the interest-only strip receivable reflected only future excess
cash flows. Also included in securitization income was the annual servicing fee the Company received based on a
percentage of the investor interest outstanding. The Company did not recognize servicing assets or servicing liabilities for
servicing rights since the servicing fee approximated adequate compensation to the Company for performing the
servicing. In addition, the Company, in accordance with governing securitization documents, allocated portions of
discount and interchange revenue tfo all credit card securitization transactions, which was also recognized as
securitization income. Securitization transaction costs were deferred and amortized to securitization income over the life
of the related transactions.

4. Business Combinations

Acquisition of The Student Loan Corporation. On December 31, 2010, the Company acquired The Student Loan
Corporation (“SLC”), which is now a wholly-owned subsidiary of Discover Bank and included in the Company’s Direct
Banking segment. The Company acquired SLC's ongoing private student loan business, which includes certain private
student loans held in three securitization trusts and other assets, and assumed SLC’s asset-backed securifization debt
incurred by those trusts and other liabilities. The acquired loans are considered to be purchased credit-impaired loans for
accounting purposes, the details of which are discussed further in Note 6: Loan Receivables. The acquisition significantly
increased the size of the Company’s private student loan portfolio. In addition, the acquisition has provided the Company
with a developed student loan business platform, additional school relationships and SLC's website. Since the acquisition
date, the results of operations and cash flows of SLC have been included in the Company’s consolidated results of
operations and cash flows. Pro forma data is not provided as the impact of the SLC acquisition was not significant fo the
Company’s consolidated results of operations or cash flows.

Net cash consideration paid. The following table provides a calculation of the amount paid by the Company for SLC
based on the net assets of the SLC securitization trusts acquired affer applying an 8.5% discount fo the trust assets (the
“Trust Certificate Purchase Price”) (dollars in millions):

Estimate at
Closing
December 31,
Actual © 2010
GrOSS TUSE ASSEIS ...t et ettt sttt et et te e et e e et e e aeeabeess e esteesbeasteeenteensesmbeessesseesssenaeensaseereeansesnseasessesenseeneenneeneans $3,977 $ 3,993
Less: 8.5% discount {338) {339)
3,639 3,654
{3,193) (3,215)

$ 446 $ 439
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Although the Company paid SLC shareholders $600 million for the acquisition of SLC (“Aggregate Merger
Consideration”), the Company received a purchase price adjustment from Citibank, N.A. (“Citibank”) equivalent to the
amount by which the Aggregate Merger Consideration exceeded the value of the Trust Certificate Purchase Price. In
addition, Citibank agreed to adjust the cash consideration paid by the Company to compensate it for (i} agreeing to
commute certain insurance policies covering certain of the loans acquired and (i) for the value of non-trust related
liabilities assumed by the Company. The following table provides a summary of total consideration paid by Discover at
the closing of the acquisition on December 31, 2010 and a summary of the consideration revised for post-closing
adjustments (dollars in millions):

Estimate at
Closing
December 31,
Actual 2010

Aggregate Merger ConSieralion ..............weeueueciuiriiieieitit e e er et st $ 600 $ 600
Less: Purchase price adUstmentil).............oouiuiiimiiiee et {154) (161)
Trust Certifiate PUICRTSE PRICE. ... ..covee ittt ettt et et e este e e e seeeesete e s teeen e e aeenseeens e e ereeeenesaenteeenseeananeens 446 439

Less: Further adjustments provided for by Citibank..............ccooii
Cash received for consent 10 INSUIANCE COMMUITTON. ..........oiiiiiiitiiiiiie ittt ettt e e eee e et e etraeeabaessteesassesasseensneesnneenne (16) (16)
Cash received related to reimbursable IAbIlIEs!!) ...........ovi oot e et e et e e e e {29) (57)
Net cash consideration paid(} .........cocccviviiiininiiiii i U UAUSOTUTOOON $ 401 $ 366

(1) Based on the final SLC closing balance sheet, the Company accrued a $35 million liability, at the end of the first quarter of fiscal 2011, payable to Citibank
r post-closing adjustments arising from a $7 million increase in the Trust Certificate Purchase Price and a $28 million reduction in reimbursable liabilities,
which togfefher resulted in the difference between the actual and estimated numbers shown. The accrued amount was paid to Citibank during the second
quarter of 2011.

Net assets acquired. The Company acquired net assets {including $155 million of cash) with an aggregate fair value
of $563 million in exchange for cash consideration of $556 million, resulting in the recognition of a bargain purchase
gain of approximately $7 million. The bargain purchase gain primarily resulted from Citibank’s adjustment of the cash
consideration to be paid by the Company in exchange for the Company’s consent to permit SLC to commute, immediately
prior fo the acquisition, certain student loan insurance policies covering loans in one of the three trusts. The bargain
purchase gain is recorded in other income on the Company’s consolidated statement of income. During the fourth quarter
of 2011, the Company finalized its purchase accounting, which resulted in a decrease of $27 million in the
indemnification asset and a $19 million increase in student loan receivables. In addition, there were immaterial changes
made to the other assets purchased and liabilities assumed. These adjustments reflect the Company’s finalized cash flow
projections related to the student loans acquired. The offset to these adjustments resulted in a $9 million reduction in the
originally estimated bargain purchase gain of $16 million.

The following table summarizes the fair values of the assets acquired and liabilities assumed at the date of the SLC
acquisition (dollars in thousands):

December 31,

2010
SHUAENE IOGN FECEIVADIES ...ttt et e et e et e e st e e e st e e aeeeeseeeebeteebeeanstssansesanbaaeessaanrseenrseeansaeensaeeanaeeennee $3,070,042
(@eT ) DTOTU TS OSSOSO O OO OO O USSP O RO OOV OTRUOEOPOPTRP 155,347
IV EMINIFICOION GSSEE <. .eveeeeeeeeese e et e et et e e e e ae et e et e e e e e e e et e eeee s e e s eseaeeseemeseemtese st s e esaseaeaseeesseeesasaessaeentaeeasseanneeenseeanseeanseeansaean 74,571
Student relationships intangible 2,400
Trade name intangible ...........c.c........ SO O U OOOOOOOOOOOOEOS YOI OOTOUPOP 3,800
Total intangible assets 6,200
Other assets .........ccceveeueennen. 217,441
TOMGl ASSEES ACQUITEM ... ettt ettt e e et s s e bk cae bk s bt s st e h s 3,523,601
SEEUMHZEA DB ...t e et e e et e e eeeeeeeeaseeataeeasbeeaabeeaabeee s oaseeea s be e ste e ns e e e abeeaa bt e e bt e e et e e e tae e r b e e naeeneneeanneeeenneeaares 2,921,372
OHREE OIS ..ttt et ettt e s et e e e e tb e et e e ass e e easae s eane s e s e e e as s e ems s e e s e e e st e e es s aaeess e e saeaesbaeenbaeennreannaeenaneeeanen 38,889
TOM FADIHES GSSUMET ..ottt ettt e et e e rv e e e te e e e etteseteeeaabe e sbseese s eensaeessseesseennnsannseeenbtesstbeestsaeesneenanes 2,960,261

Net assets acquired $ 563,340
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The Company acquired $6.2 million in identifiable intangible assets. These intangible assets consist of student
relationships and trade name intangibles. Acquired student relationships consist of those relationships in existence
between SLC and the numerous students that carry student loan balances. This intangible asset is deemed to have a finite
useful life of five years and will be amortized over this period. Trade name intangibles relate to trademarks, trade names
and internet domains and content. This intangible asset is deemed to have an indefinite useful life and therefore is not
subject fo amortization.

The Company also recorded a $75 million indemnification asset. This asset reflects the discounted present value of
payments expected fo be received under Citibank’s indemnification of student loan credit losses that would have been
recoverable under certain student loan insurance policies which, as noted above, were commuted pursuant fo an
agreement entered into by SLC with the Company’s consent immediately prior to the acquisition. The indemnification
pertains only fo loans in one of the three SLC securitization trusts that the Company acquired, namely the SLC Private
Student Loan Trust 2010-A (“SLC 2010-A"). The SLC 2010-A trust included loans with an aggregate outstanding
principal balance of $1.2 billion at the time of acquisition; outstanding loans in that trust fotaled $1.1 billion as of
November 30, 2011. The initial value of the indemnification asset was based on the amount of projected credit losses
expected to be reimbursed by Citibank. Under the terms of the indemnification agreement with Citibank, indemnification
payments related fo student loan credit losses are subject to an overall cap of $166.8 million, consistent with the terms of
the insurance policies which the indemnification serves to replace.

The subsequent accounting for the indemnification asset will generally reflect the manner in which the indemnified
loans are subsequently measured. The value of the indemnification asset will increase or decrease as expected credit
losses on the indemnified PCl student loans increase or decrease, respectively. An increase in expected losses on PCI
student loans that results in the immediate recognition of an allowance for loan losses will result in an immediate increase
in the indemnification asset. A decrease in expected losses that results in an immediate reversal of a previously
recognized loan loss allowance will result in the immediate reduction of the indemnification asset. Recognition of an
allowance for loan losses on PCI student loans is discussed in more detail within Note 6: Loan Receivables under
“Purchased Credit-Impaired Loans.” To the extent that a decrease in expected losses results in a prospective increase in
the accretable yield on PCI student loans rather than an immediate reduction of the loan loss allowance, the value of the
indemnification asset will be adjusted prospectively through a reduction in the rate of amortization. Amortization and
valuation adjustments fo the indemnification asset are recorded through other income on the consolidated statement of
income.

5. Investments
The Company’s investment securities consist of the following (dollars in thousands):

November 30,
2011 2010 2009
U.S. TrEOSUNY SECUMHES .....ouvetiieiiterieteteecete sttt ettt bbb bt e bbbt bt be bbb et s e enesaesaene s $2,563,800 $1,575,403 $ —
U.S. government agency SECUMHES ............ivviiriiiiriiiteiiirt ettt et ae sttt ettt aas 2,795,223 1,888,701 —
States and political SUbIVISIONs of SEATES ...............coouiiieuiriiiieiieietce ettt s 40,936 51,774 68,553
Other securities:
Certificated retained interests in DCENT and DCMT!1) — — 4,501,108
Credit card asset-backed securities of other issuers............. 299,889 1,031,112 381,705
Corporate debt SECUITHESI .........eovevitiiirieii ettt bes ettt a bt n e eienes 449 469 507,896 _
Asset-backed commErcial POPEr MOES ........c.coveveviviiieitieiitetesie ettt sees e st ee e eeebe st ebesceea s saenes — — 58,792
To-be-announced investment securities ... 50,254 — —
Residential morigage-backed securities.... 6,482 9,800 12,929
Other debt and equity SECURBIESIZ)..........c.oviviveieiiiiteeet ettt — 10,709 12,210
TORAE OtNEE SECUFIHES . .- ettt e e e e e 806,094 1,559,517 4,966,744
TOMAl TNVESINENT SEOUNTTIES - .« oot e e et e s et e et e e e et e e e e e e e et e e e et ee e e e e e s eaneeaeennean $6,206,053 $5,075,395 $5,035,297

{1)  Upon adoption of Statements No. 166 and 167, the amount outstanding at November 30, 2009 was reclassified to loan receivables. See Note 2: Change
in Accounting Principle for more information.

{2)  Amount represents corporate debt obligations issued under the Temporary Liquidity Guarantee Program (TLGP) that are guaranteed by the Federal Deposit
Insurance Corporation (FDIC).

(3)  During the year ended November 30, 2011, commercial advances and other Community Reinvestment Act related loan funds were reclassified to be
included in Other Consumer Loans within the statement of financial condition.
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The amortized cost, gross unrealized gains and losses, and fair value of available-for-sale and held-to-maturity
investment securities are as follows (dollars in thousands):

Gross Gross
Amortized  Unredlized Unrealized
Cost Gains Losses Fair Value
At November 30, 2011
Available-for-Sale Investment Securities!?)
U.S Treasury SECURTIES ....c.erueeureriiiiiiitiitiic it ettt $2,516,008 $47,242 $ — $2,563,250
U.S government 0gency SECURIHIES ........c.ovieueiiuieiiiitiies ettt e 2,762,265 34,166 (1,208) 2,795,223
Credit card asset-backed securities of other IsSUErs ...........covvvereecieiiiiie e 293,231 6,658 — 299,889
Corporate debt SECUTHES .........c.veuiuieieieiii i 448,423 1,066 (20) 449,469
Total available-for-sale investment securities .............coovuireiiiieiiiiieee e $6,019,927  $89,132 $(1,228)  $6,107,831
Held-to-Maturity Investment Securities(? '
U.S. Treasury SECURHIESI.........c.eiieieeerciiciciieieeac et $ 550 $§ — $ — $ 550
States and polifical subdivisions of states 40,936 197 (2,823) 38,310 -
Residential mortgage-backed securities ..o 6,482 650 — 7,132
To-be-announced INVESIMENt SECUNTIES.........eeveeriieireierieeeerieeeiierteeere et snseseeseis s 50,254 — (204) 50,050
Total held-to-maturity investment SECUFtES .............cocviriiiiiiiiini i $ 98222 § 847 $(3,027) $ 96,042
At November 30, 2010
Available-for-Sale Investment Securities(!)
U.S TreQSUTY SECUMHES ...c.voveveeererieiesetenetennerneteeeeeesereeasssenssesesese s senensesssenesssanne $1,576,094 $§ 344 $(1,585)  $1,574,853
U.S government agency securifies ...........ccoeveeuennen. 1,888,909 © 1,090 (1,298) 1,888,701
Credit card asset-backed securities of other issuers .... 1,017,183 13,983 (54) 1,031,112
Corporate debt securities...........cccccrrrcoiriiiinnnnns 507,757 241 (102) 507,896
Equity securities..........oovrviniiiiiiiieee 15 2 — 17
Total available-for-sale investment secURfies ...........coooviiiiviiiiieee e, $4,989,958  $15,660 $(3,039)  $5,002,579
Held-to-Maturity Investment Securities(?
U.S. Treasury SECUMNESI).........oooiiiiiiiiceceeeee ettt $ 550 § — $ — $ 550
States and political subdivisions of states.............cccoooeirii 51,774 281 (3,771) 48,284
Residential mortgage-backed securifies...............cooooviiiiiiii 9,800 869 — 10,669
Other debt SECUTIESH) ..........iireieieeticceee ettt e san e 10,692 — — 10,692
Total held-to-maturity investment SECUIHES .......c.coveveuiriiiiriiiii e $ 72816 $ 1,150 $(3,771) $ 70,195

m
{2)
{3)

{4)

Available-for-sale investment securities are reported at fair value.
Held-to-maturity investment securities are reported at amortized cost.

Amount represents securifies pledged as collateral to a government-related merchant for which transaction settlement occurs beyond the normal 24-hour

period.

Included in other debt securities at November 30, 2010 are commercial advances of $7.9 million related to the Company’s Community Reinvestment Act
strategies. During the year ended November 30, 2011, commercial advances and other Community Reinvestment Act related loan funds were reclassified to

be included in Other Consumer Loans within the statement of financial condition.
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The following table provides information about investment securities with aggregate gross unrealized losses and the
length of time that individual investment securities have been in a continuous unrealized loss position as of November 30,

2011 and 2010 (dollars in thousands):

Less than 12 months More than 12 months

Number of
Securities in a Fair Unrealized Fair Unrealized
Loss Position Value Losses Value Losses
At November 30, 2011
Available-for-Sale Investment Securities
U.S. Treasury SECURITIES ........cuviiuiiirieeii i — $ - $ — $ - $ —
U.S. government AgenCy SECUMHES ...........cvivirieieriereeeierninneeencemieeeanerecreeenene 2 $ 242,898 $1,208 $§ — $ —
Credit card asset-backed securities of other issuers..............ccooiiiiiiiiiieiis — $ — $§ — $ — $ —
Corporate debt SECUMHES ......c.vrvereeiiireir et 3 $ 100,041 $ 20 $ — $ —
Held-to-Maturity Investment Securities
State and political subdivisions of states............c.. i 6 $ 2,689 $ 46 $27,768 $2,777
To-be-announced investment SECUMIHIES ...........cooviviiiiiiceieieeiieee e 2 $ 50,050 204 — —
At November 30, 2010
Available-for-Sale Investment Securities
U.S. Treasury SEQUMHIES ........cviruiriiieieiieiiiiiii e 17 $1,262,670 $1,585 5 — $ —
U.S. government agency SECURIHIES ..........e.uvreveueriererierineeriseieeeseeeeieeneeeeeeeseeveenes 18 $1,181,148  $1,298 $ — $ —
Credit card asset-backed securities of other issuers..........cccoovvevvivcveeiiiieeiiinens 23 $ 238,646 $ 54 $ — $ —
Corporate debt SECURIHIES ........veververeeriiiietei ettt e 5 $ 230,441 $ 102 5 — $ —
Held-to-Maturity Investment Securities
State and political subdivisions of states. ............c.ceiveerriiiiieireie e 4 $ 7,731 $ 239 $27,603 $3,532

During the years ended November 30, 2011, 2010 and 2009, the Company received $1.3 billion, $744.6 million,
and $431.3 million respectively, of proceeds related to maturities, redemptions, liquidation or sales of investment
securities. For the years ended November 30, 2011, 2010 and 2009, approximately $843.1 million, $650.1 million and
$423.0 million of these proceeds related to maturities of credit card asset-backed securities of other issuers.

During the year ended November 30, 2011, the Company received $161 thousand of proceeds and recorded
$146 thousand of gross realized gains from the sale of equity securities. There were no sales of available for sale
securities in 2010. During the year ended November 30, 2009, the Company received $72.9 million of proceeds and
recorded $5.4 million of gross realized gains and no gross realized losses from the sale of credit card asset-backed
securities of other issuers.

The Company records gains and losses on investment securities in other income when investments are sold or
liquidated, when the Company believes an investment is other than temporarily impaired prior to the disposal of the
investment, or in certain other circumstances. During the year ended November 30, 2011, the Company recorded
$1.8 million of other than temporary impairment (“OTTI”) on held to maturity securities, which was recorded entirely in
earnings. During the year ended November 30, 2010, the Company recorded losses of $0.4 million on other debt
securities and a $19.6 million pretax gain related to the liquidation of collateral supporting the asset-backed commercial
paper notes of Golden Key U.S. LLC (“Golden Key”), which had invested in mortgage-backed secyrities. During the year
ended November 30, 2009, the Company recorded $9.2 million of OTTI, which was recorded entirely in earnings, the
majority of which was related to Golden Key.

The Company records unrealized gains and losses on its available-for-sale investment securities in other comprehensive
income. For the year ended November 30, 2011, the Company recorded net unrealized gains of $75.3 million
($47.0 million after tax). For the years ended November 30, 2010 and 2009, the Company recorded net unrealized
losses of $6.7 million and $14.1 million ($4.2 million and $8.5 million after tax), respectively, in other comprehensive
income. For the year ended November 30, 2010, the Company reversed an unrealized gain of $7.5 million ($4.7 million
after tax) from other comprehensive income upon liquidation of the collateral supporting the Golden Key investment.
Additionally, the Company eliminated a net unrealized loss of $125.0 million ($78.6 million after tax) upon consolidation
of its securitization frusts in connection with the adoption of Statements No. 166 and 167 on December 1, 2009.
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At November 30, 2011, the Company had $2.8 million of gross unrealized losses in a continuous loss position for
more than 12 months on its held-to-maturity investment securities in states and political subdivisions of states, compared
to $3.5 million of gross unrealized losses at November 30, 2010. The Company believes the unrealized loss on these
investments is the result of changes in interest rates subsequent to the Company’s acquisitions of these securities and that
the reduction in value is temporary. The Company does not intend to sell these investments nor does it expect fo be
required to sell these investments before recovery of their amortized cost bases, but rather expects to collect all amounts

due according to the contractual terms of these securities.

Maturities and weighted average yields of available-for-sale debt securities and held-to-maturity debt securities at
November 30, 2011 are provided in the tables below (dollars in thousands):

After
After One Five
Year Years
One Year Through  Through
or Five Ten After Ten
Less Years Years Years Total
Available-for-sale - Amortized Cost
U.S Treasury SECUMHES .........eoouriiiiiiiieieiieienitee et e eaae e $ 389,467 $2,126,541 $ — $ — $2,516,008
U.S government agency SECUNTIES .........cociririiieniieeie e e 760,262 2,002,003 — — 2,762,265
Credit card asset-backed securities of other ISSUETS ...........ooeeeeeeeeeeereseeeeeeeeeeeeen 139,388 153,843 — — 293,231
Corporate debt securifies ..ot 372,246 76177 — — 448,423
Total available-for-sale investment secUrities ...........o.ooeeeeveiieieeeeee e $1,661,363 $4,358,564 $ — $  —  $6,019,927
Held-to-maturity — Amortized Cost?
U.S. Treasury SECUTIHES .......coiiieriiriieiererie et eeteeteeste st ete et et eeseeae s esaenena $ 550 % — $ — $ - $ 550
State and political subdivisions of states ..............c.coviieiiieiiiiiee e — 3,415 3,375 34,146 40,936
Residential mortgage-backed securities ..............o.ooiieieeieiieeeeieeeeeeee, e — — — 6,482 6,482
To-be-announced INVESIMENt SECURIIES ...........veverieeeeeee et eeeee e 50,254 —_ — — 50,254
Total held-to-maturity investment secUrities .............c.ccoooeeiveieeeeeeeevee e $ 50804 $§ 3415 $3,375 $40628 $ 98,222
Available-for-sale - Fair Values(!
U.S Treasury SECUIHES ........cceeruiarieieeieieeieerieeteesis e e e ettt e et e e asaens $ 389,883 $2,173,367 $ — $ - $2,563,250
U.S government agency SECUMTIES «.......ccueeureruiririeiieieeereert it e e e ee et en e e 761,206 2,034,017 —_ -— 2,795,223
Credit card asset-backed securities of other ISSUErs .........oevioeeeeeeeeeeeeeeeeeee e 140,715 159,174 — — 299,889
Corporate debt SECURHIES .........eviiiiiiitie et 372,910 76,559 — — 449,469
Total available-for-sale investment securities .............cocoreereeer e, $1,664,714 $4,443117 $ — $ —  $6,107,831
Held-to-maturity - Fair Values!?
U.S. Treasury SECURHIES ..........ouiimiirciiicie ettt een ettt s $ 550 $ - $ - & — 550
State and political subdivisions of States ...............oviieveveriee e, — 3,375 3,541 31,394 38,310
Residential mortgage-backed securities ...............oooioiriiiiic — — — 7,132 7,132
To-be-announced investment securifies.................... e e e en e ean et 50,050 — — — 50,050
Total held-to-maturity investment securities ................ceooeiiieeiieiiici e $ 50,600 § 3,375  $3,541 $38,526 $ 96,042

{1} Available-for-sale investment securities are reported at fair value.
(2)  Held-to-maturity investment securities are reported at amortized cost.
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After
After One Five

Year Years
One Year Through  Through
or Five Ten After Ten
Less Years Years Years Total
Available-for-sale investment securities(!
U.S TreQsury SECUMHES .....eiuiiiiiiiririreeieeiece et eite et e et et ettt 0.37% 1.23% — % — % 1.09%
U.S government GgeNnCy SECUMHIES ........c..oiuiiuiiiiiiiiee e et e 0.47% 1.43% — % — % 1.16%
Credit card asset-backed securities of other issuers ..........c....cocoviioiiei e 2.56% 3.47% — % —% 3.04%
Corporate debt SECURHIES ........eureiee ettt 0.58% 0.78% — % — % 0.62%
Total available-for-sale investment securities ...............ccooiiiiiiiiiii e 0.65% 1.39% — % — % 1.18%
Held-to-maturity investment securities
U.S. TreQSURY SEOURHIES. ....o.eeoeeeeieeeie et eteete et ettt eee oot et eae e s e st eeb et e e teebeebeaneemeannans 0.07% — % —% — %  0.07%
State and political subdivisions of STates ............coooiiiiiiic s — % 2.74% 5.42% 471%  4.60%
Residential mortgage-backed securifies ............ooviiiirei e — % — % — % 550%  5.50%
To-be-announced SECURIHESI2...........c.eiiiiiiieree ettt et ene e 3.73% — % — % — %  373%
Total held-to-maturity investment SECUMHES .............ovveieeiiiies et 3.69% 2.74% 5.42% 483%  4.19%

(1)  The weighted average yield for available-for-sale investment securities is calculated based on the amortized cost.
(2) The weighted average yield for to-be-announced securities is calculated based on yield applicable to the underlying investment rather than the forward
contract.

The following table presents interest and dividends on investment securities (dollars in thousands):

For the Years Ended
November 30,
2011 2010 2009
TAXADIE IIEIEST ...ttt ettt ettt et et eeean e $57,622 $23,857 $65,959
TOX EXEMPE INFEIESE ...ttt ettt ettt ot e et e sat s e st e e s et et eeem e e e e e eaen e e e s e 1,743 2,365 2,735

$59,365 $26,222 $68,694

Total income from investment securities

Other Investments

As a part of the Company’s community reinvestment initiatives, the Company has made equity investments in certain
limited partnerships and limited liability companies that finance the construction and rehabilitation of affordable rental
housing, as well as stimulate economic development in low to moderate income communities. These investments are
accounted for using the equity method of accounting, and are recorded within other assets, and the related commitment
for future investments is recorded in other liabilities within the statement of financial condition. The portion of each
investment’s operating results allocable to the Company is recorded in other expense within the statement of income. The
Company earns a return primarily through the receipt of tax credits allocated to the affordable housing projects and the
community revitalization projects. These investments are not consolidated as the Company does not have a controlling
financial interest in the entities. As of November 30, 2011 and 2010, the Company had outstanding investments of
$137.9 million and $46.1 million respectively in these entities, and the related contingent liability was $6.3 million and
$3.1 million respectively.
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6. Loan Receivables

The Company has three portfolio segments: credit card loans, other consumer loans and PCl student loans acquired in
the SLC transaction (See Note 4: Business Combinations) and in a separate portfolio acquisition from Citibank. Within
these portfolio segments, the Company has classes of receivables which are depicted in the table below (dollars in
thousands):

November 30,
2011 2010
Loans held for salelM..........coovivieiinii i SO SO SO DSOS SO PO RO SRRSO $ 714180 $ 788,101
Loan portfolio:
Credit card loans:
DHSCOVEE COPAIZ) ..ottt e et e e e e oot e e e bt e e e e e et a e h bttt e e e e eh et e e et et e st e s st ea e s s 46,419,544 44,904,267
DiSCOVEE DUSINESS COT ..ottt e ettt e et e et e e et e e e e e eseaesbaeessteeastaeanstenanrannns 219,081 252,727
Total credit card J0ans. .......cviicii e s 46,638,625 45,156,994
Other consumer loans:
PErsONG OGNS ...ttt ettt et e ettt ettt et eh e e n e e b bt e e be e e eeteenebees 2,648,051 1,877,633
Private student loans 2,069,001 999,322
OB oot ea—eeaeaeeeeeeet et eaett et a e ieeeeeaeeeetaete s aaeaeeeeaeeteetetabah b eneteetetrereareaeanannann 16,690 14,363
Total Other CONSUMET TOANS .........oiiii ittt e b e et e e e st e e e beeeenteeeebeaeerseaenaneens 4,733,742 2,891,318
PCLStUdEnt IoOnSII ...t e ettt e bbbt s 5,250,388 —
TOHAHOAN POIONIO ...t 56,622,755 48,048,312
Total 10N FECEIVADIES ...ttt ettt et e s b er e et eer e e e enee e anee 57,336,935 48,836,413
AOWENCE 0T HOTN TOSSES ..ottt ettt et e ettt e e te e ateeraesateeraesaneeseesneeesensnnensnesaenee (2,205,196) (3,304,118)
INEHOAN FECEIVADIES ...t et e et e e et e e et e et e e steaan s e ensbaeesbaeesaeeaneeas $55,131,739  $45,532,295

(1) Amount represents federal student loans. At November 30, 2011 and November 30, 2010, $446.6 million and $500.2 million of federal student loan
receivables, respectively, were pledged as collateral against a long-term borrowing. On December 9, 2011, Discover Bank entered info definitive
agreements 1o sell these loans. As a part of this transaction, these borrowings are expected to be assumed by the purchaser. At November 30, 2011, loans
held for sale decreased as compared to 2010 due to repayments of $50.4 million, sales proceeds of $28.2 million and a gain of $4.7 million.

(2) - Amounts include $18.5 billion and $19.5 billion underlying investors’ interest in trust assets at November 30, 2011 and November 30, 2010, respectively,
and $15.4 billion and $14.9 billion in seller’s interest at November 30, 2011 and November 30, 2010, respectively. See Note 7: Credit Card and Student
Loan Securitization Activities for further information.

{3)  Amount includes $2.8 billion of loans pledged as collateral against the notes issued from the SLC securitization trusts. See Note 7: Credit Card and Student
Loan Securitization Activities. OF the remaining $2.5 billion that were not pledged as collateral, approximately $12.8 million represents loans eligible for
reimbursement through an indemnification claim. Discover Bank must purchase such loans from the trust before a claim may be filed.

Credit Quality Indicators. The Company regularly reviews its collection experience (including delinquencies and net
charge-offs) in determining its allowance for loan losses. Credit card and closed-end consumer loan receivables are
placed on nonaccrual status upon receipt of notification of the bankruptcy or death of a customer or suspected fraudulent
activity on an account. In some cases of suspected fraudulent activity, loan receivables may resume accruing interest upon
completion of the fraud investigation.
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Information related to the delinquencies and net charge-offs in the Company’s loan portfolio, which excludes loans
held for sale, is shown below by each class of loan receivables except for PCI student loans, which is shown under the
heading “Purchased Credit-Impaired Loans” (dollars in thousands):

Delinquent and Non-Accruing Loans:

90 or
More Days
90 or Delinquent
30-89 Days More Days  Total Past and Total
Delinquent  Delinquent Due Accruing  Non-accruing?
At November 30, 2011
Credit card loans: .......cevieee e
DISCOVET O ..o e e $554,354 $556,126  $1,110,480  $498,305 $200,208
Discover busingss €ard ...........cc.oioiiiriiiee i 2,823 3,548 6,371 3,335 860
Total credit card Ioans. ........ccoviieiiei e 557,177 559,674 1,116,851 501,640 201,068
Other consumer loans: ...........coiviiiiiieei et i
Personal loans ........... et 15,604 7,362 22,966 6,636 3,628
Private student loans {excluding PCI).........ccooevieiieiiiiececec 10,073 2,992 13,065 2,883 125
T e e 507 2,091 2,598 — 2,317
Total other consumer loans {excluding PCl)..........cooovviniiiiviciiieens 26,184 12,445 38,629 9,519 6,070
Total loan receivables (excluding PCBI ..........coeiiiriniiiieccc $583,361 $572,119  $1,155,480  $511,159 $207,138
At November 30, 2010
Total loan receivablestl) ... ... $908,306 $993,618  $1,901,924  $853,757 $325,900

(1) Consumer credit card loans that are 90 or more days delinquent and accruing interest include $37.9 million and $35 million of loans accounted for as
troubled debi restructurings at November 30, 2011 and November 30, 2010, respectively.
(2) The Company estimates that the gross interest income that would have been recorded in accordance with the original terms of these loans was $44.7 million
for the year ended November 30, 2011. The Company does not separately track the amount of gross interest income that would have been recorded in
accordance with the original ferms of loans. These amounts were estimated based on customers’ current balances and most recent rates.
(3)  Amount also excludes federal student loans that are held for sale.

Net Charge-Offs:
For the Year Ended
November 30, 2011
Net Net Charge-off
Charge-offs Rate
Credit COrd JOTNS: ...ttt ettt et ettt ettt e ete e aaeeer e et e s s eantestaebesseeasbeerenane
DISCOVEF CON. ..o e et et e et e et e et e e et e et e st e e et s e e e st e e te e e e e st e s e s e e e e enteseaseeenseeenaseeenseennseens $2,018,331 4.49%
DISCOVEI DUSINESS CON ..ottt et e e e et e et e e aae e et e st e e e at e e e e e e essseantesesaeessaenseanas 17,512 7.41%
Total Credit COMA IOTINS.........eeee et ettt et e e ettt ettt e e et et eeetae e et e e et e e eaaennaes 2,035,843 4.50%
Other consumer loans: ‘
Personal loans. ........coooveeeeveiiiieceeeeeeeeeee, e et ae sttt e e e e e a et eaeeaianae e 67,288 3.02%
Private student loans {excluding PCIF T ........c.iiriiicit ettt et er e 7,830 0.48%
OREI ettt et ettt e ettt et et ns et et e e e eaeen et e e e e et et eete st eseeat et ee e s e e enens 1,311 9.27%
Total other consumer loans (EXCIUAINg PCI) ........iviiieieiee ettt cne e 76,429 1.65%
Net charge-offs as a percentage of total loans (excluding PCl)........ccccoioiiiiiiiirieceeece e $2,112,272 4.24%
Net charge-offs as a percentage of total loans (including PCI ..o, $2,112,272 3.99%

(1) The private student loan charge-off rate is calculated as net charge-offs as a percentage of private student loans in repayment.
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As part of credit risk management acfivities, on an ongoing basis the Company reviews information related to the
performance of a customer’s account with the Company as well as information from credit bureaus, such as a FICO or
other credit scores, relating to the customer’s broader credit performance. FICO scores are generally obtained at
origination of the account and monthly or quarterly thereafter. The following table provides the most recent FICO scores
available for the Company’s customers as of November 30, 2011, as a percentage of each class of loan receivables:

Credit Risk Profile by FICO

Score
Less than 660
660 and Above  or No Score
DASCOVET ORI <.t e e et e e e e e et e e esteeent e e enne e seeeesss e e ansteenebaeaatreenasrenanreenaneenanneeeaneeanneeaan 81% 19%
DiSCOVE BUSINESS COTAIN) ...t e e e e e e e e eee e et e e es e e eseeeesaseen esstaeaaseeassseesnsneansneannsnennnneennnaeeanneeaas 89% 1%
Private student loans (excluding PCIN2!.........c.oiiiiriiriiiciiree ettt 95% 5%
PEFSOMA] OGNS ettt e e et e et et e e et e et et e e an e e ate e b b eaa e s ten et eae e rn e neeerae s e eneeeer e st e naaeebeeneeebnes 97% 3%

{1)  During September 2011, the Company began using FICO scores derived from a more current credit scoring model as one factor to assess the credit and
default risk of our card portfolio. As a result of this change, the FICO scores generally increased.
{2)  PClloans are discussed under the heading “Purchased Credit-Impaired Loans”.

For private student loans, additional credit risk management activities include monitoring the amount of loans in
forbearance. Forbearance allows borrowers experiencing temporary financial difficulties and willing to make payments
the ability to temporarily suspend payments. Eligible borrowers have a lifetime cap on forbearance of 12 months. At
November 30, 2011 and 2010, there were $75.9 million and $4.3 million of loans in forbearance, respectively. In
addition, at November 30, 2011 and 2010, there were 1.5% and 2.2%% of private student loans in forbearance as a
percentage of student loans in repayment and forbearance.

Allowance for Loan Losses. The Company maintains an allowance for loan losses at an appropriate level to absorb
probable losses inherent in the loan portfolio. The Company considers the collectibility of all amounts contractually due on
its loan receivables, including those components represenfing interest and fees. Accordingly, the allowance for loan losses
represents the estimated uncollectible principal, interest and fee components of loan receivables. The allowance is
evaluated monthly and is maintained through an adjustment to the provision for loan losses. Charge-offs of principal
amounts of loans outstanding are deducted from the allowance and subsequent recoveries of such amounts increase the
allowance. Charge-offs of loan balances representing unpaid interest and tees result in a reversal of inferest and fee
income, respectively, which is effectively a reclassification of provision for loan losses.

The Company bases its allowance for loan losses on several analyses that help estimate incurred losses as of the
balance sheet date. While the Company’s estimation process includes historical data and analysis, there is a significant
amount of judgment applied in selecting inputs and analyzing the results produced by the models to determine the
allowance. The Company uses a migration analysis to estimate the likelihood that a loan will progress through the various
stages of delinquency. The loan balances used in the migration analysis represent all amounts contractually due and, as a
result, the migration analysis captures principal, interest and fee components in estimating uncollectible accounts. The
Comipany uses other analyses to estimate losses incurred on non-delinquent accounts. The considerations in these
analyses include past performance, risk management techniques applied to various accounts, historical behavior of
different account vintages, current economic conditions, recent trends in delinquencies, bankruptcy filings, account
collection management, policy changes, account seasoning, loan volume and amounts, payment rates, and forecasting
uncertainties. The Company does not evaluate loans for impairment on an individual basis, but instead estimates its
allowance for loan losses on a pooled basis, which includes loans that are delinquent and/or no longer accruing inferest
and/or defaulted from a loan modification program, as discussed below under the section entitled “Impaired Loans and
Troubled Debt Restructurings”.
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The following table provides changes in the Company’s allowance for loan losses for the years ended November 30,

2011, 2010 and 2009 (dollars in thousands):

For the Year Ended November 30,

2011 2010 2009
Balance at beginning of Period .............overiiiiiiiiec s $3,304,118 $1,757,899 $1,374,585
Additions:
Addition to allowance related to securitized receivablest!) ...........oooeeieeer e — 2,144,461 —
ProvISION FOr loTN [OSSES ....oe.eeeeeee et e ettt eae e e e et e e e e e et e e en 1,013,350 3,206,705 2,362,405
Deductions:
Charge-offs related to loans sold ..........cccceninmiciiiii — (25,342) —
Charge-offs:
DISCOVEE COPT ... ettt e et et eeen e e et e e et e et e e se e e st e enssseannseensneeanes (2,594,169) (4,094,236) (2,034,458)
DISCOVEr BUSINESS CONG ... .eieiiieeee ettt ettt e e e e ensaeaebbaaasaesennes (21,154) (59,986) (62,115)
Total credit COrd IOQNS ........ooeeiieeece ettt et e et naa s (2,615,323) (4,154,222}  (2,096,573)
PEESONGAI IOANS ... et ettt e e ettt e ettt e e et ee e e et e e sr e e st e e e reeeesbeeesaeeenaeeenteas (69,273) {92,351} {68,590)
Federal STUARNT OGNS ..o oottt e e s e e e e e e e et e e easitnsaeaeanes — (719) -
Private sTUAENT JOTNS ......ccoeii ettt e ettt e ere e e eaanan (7,931) (2,783) (468)
T e e et e ettt e e et —e s e et e e e e e —e—eeeaanaanteeiaaetaeeeeitraeeearnesaeaannbeeaan (1,315) (1,018) (22)
Total Other CONSUMET IOGNS ..o et e et e e eabe e etae e etneeenraeans {(78,519) (96,871) (69,080)
Total charge-offs (2,693,842) (4,251,093) (2,165,653)
Recoveries:
DISCOVEE COP ..ot e oo e et e e e et e et e e eaa s e e etseseteeeesenteeereesenreeaseesesseeaasssesssesereas 575,838 466,548 184,383
DISCOVET DUSINESS COMT ..ttt ettt et e e e e et eat e e et e e ete s e etesen e e enneeenanas 3,642 3,549 1,233
TN CrETit CONG OGNS oo e oo oo e s e e seees e s s s ee s esenees 579,480 470,097 185,616
PEFSONAI JONS - et e e oot e st e e e et et e e et e et e e e ae e e e e eres 1,985 1,307 906
Private STUAENT JOGNS ... et e ettt e aaaeaaes 101 38 2
OB ettt e et et te e e ettt e e e et e s e e ate e eear—ateetneaatabaaeaattaaeeeebrteeeeraraeeennnneeas 4 46 38
Total Oher CONSUMET OGNS ........oocvieeiiiee ettt e ev e et esab e et esenesteennesreanaenssaannenne 2,090 1,391 946
TOMA FEEOVEIIES ... ettt e e e e e e e eee e e e e e eteeeat e earaeeenaeaenseesnneennneennes 581,570 471,488 186,562
Net ChargE-OMS .....eieuerictee et ettt ettt st e {2,112,272) (3,779,605) (1,979,091)
Balance at end of Period..........oviriieiiiciiiet e $2,205196 $3,304,118 $ 1,757,899

“ (1) On December 1, 2009, upon adoption of FASB Statements No. 166 and 167, the Company recorded an additional $2.1 billion allowance for loan losses

related to newly consolidated and reclassified credit card loan receivables.

Net charge-offs of principal are recorded against the allowance for loan losses, as shown in the table above.

Information regarding net charge-offs of interest and fee revenues on credit card and other consumer loans is as follows

(dollars in thousands):

For the Year Ended
November 30,

20110 20100

2009

Interest and fees accrued subsequently charged off, net of recoveries {recorded as a reduction of interest income)? ..........
Fees accrued subsequently charged off, net of recoveries (recorded as a reduction fo other income)2 .........c.cocceeiee.

$588,737 $934,077 $465,283
$106,443  $272,805 $176,662

(1) The amounts at November 30, 2011 and 2010 include securitized loans as a result of the consolidation of the securitization trusts upon adoption of

Statement No. 167 on December 1, 2009. See Note 2: Change in Accounting Principle for more information.

(2) Beginning in 2011, net charge-offs of interest and fees include amounts related to other consumer loans. Prior to 2011 such amounts were not included.
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The following table provides additional detail of the Company’s allowance for loan losses and recorded investment in
its loan portfolio (which excludes loans held for sale) by impairment methodology (dollars in thousands):

Personal Student Other

Credit Card Loans Loans Loans Total
At November 30, 2011
Allowance for loans evaluated for impairment as:
Collectively evaluated for impairmentl ...........ccoooiiiiiiiiiic e $ 1865797 $ 81,838 $ 52601 $ 220 $ 2,000,456
Troubled debt restructuringst?)...........cccocoiiviiiinininnne 204,364 237 139 — 204,740
Purchased credit-impairedi®.........ccoiiiiiiiiiicie —_ — — - —
Total allowance for loan losses ..........coeeieiriiiiieciei e $ 2,070,161 $ 82075 $ 52740 $ 220 $ 2,205,196
Recorded investment in loans evaluated for impairment as: _
Collectively evaluated for impairmenti™ ...........c.ccciiiiiiii e $45,421,887 $2,640,416 $2,063,562 $16,690 $50,142,555
Troubled debt restructUFINGSIZ........c..veeiereei e 1,216,738 7.635 5,439 — 1,229,812
Purchased credit-impairedid)............ccoociiiiiniiii — — 5,250,388 — 5,250,388
Total recorded INVESIMENT.........iiiiieieiee et e ettt e st e e eee e $46,638,625 $2,648,051 $7,319,389 $16,690 $56,622,755
At November 30, 2010
Allowance for loans evaluated for impairment as:
Collectively evaluated for impairmentl ..........coooiiiiie $ 3,095,046 § 76,087 $ 18569 $ 574 $ 3,190,276
Troubled debt restructuringsf2)..........c.ccoviiiiciiiiiiiiiene e 113,842 — — — 113,842
Purchased credit-impairedid............ccoeiiiiiiiiiiiici e — — — — e
Total allowance For loan [0SSEs ........ccvvveeeeeeeeeceiieeieeci e $ 3,208,888 $ 76,087 $ 18569 $ . 574 $ 3,304,118
Recorded investment in loans evaluated for impairment as:
Collectively evaluated for impairmentl ..o, $44,851,650 $1,877,633 $ 999,322 $14,363 $47,742,968
Troubled debt restructuringsf)..........c.coocovevrmciecnnrcinn i aiaens 305,344 — — — 305,344
Purchased credit-impairedid..........coverinieieicireircc e — — — — —
Total recorded INVESIMENT ........cocveiiiiiieie e eae e $45,156,994 $1,877,633 $ 999,322 $14,363 $48,048,312

{1)  Represents loans evaluated for impairment in accordance with ASC 450-20, Loss Contingencies.

(2)  Represents loans evaluated for impairment in accordance with ASC 310-10, Receivables, which consists of modified loans accounted for as troubled debt
restructurings. The unpaid principal balance of credit card loans was $1.0 billion at November 30, 2011. All loans accounted for as troubled debt
restructurings have a related allowance for loan losses. In the first quarter 2011, the Company began accounting for credit card loans modified through
temporary hardship and external programs as troubled debt restructurings. In the fourth quarter 2011, the Company began accounting for certain private
student loans where the borrower had been granted a second forbearance and personal loans in permanent programs as troubled debt restructurings. The
impact on the total allowance for loan losses as a result of these changes was not material.

{3) Represents loans evaluated for impairment in accordance with ASC 310-30, Receivables-Loans and Debt Securities Acquired with Deteriorated Credit

Quality. .

Impaired Loans and Troubled Debt Restructurings. Generally loans included in a loan modification program are
considered to be individually impaired and are accounted for as troubled debt restructurings. The Company has both
internal and external loan modification programs that provide relief to credit card and personal loan borrowers who are
experiencing financial hardship. The internal loan modification programs include both temporary and permanent
programs.

For our credit card customers, the temporary hardship program primarily consists of a reduced minimum payment and
an interest rate reduction, both lasting for a period no longer than 12 months. The permanent workout program involves
changing the structure of the loan to a fixed payment loan with a maturity no longer than 60 months and reducing the
interest rate on the loan. The permanent programs do not normally provide for the forgiveness of unpaid principal, but
may allow for the reversal of certain unpaid interest or fee assessments. The Company also makes loan modifications for
customers who request financial assistance through external sources, such as a consumer credit counseling agency
program (referred to here as external programs). These loans typically receive a reduced interest rate but continue fo be
subject to the original minimum payment ferms and do not normally include waiver of unpaid principal, interest or fees.

Temporary and permanent modifications on credit card loans, certain grants of student loan forbearance and long-
term modifications to personal loans are considered troubled debt restructurings and are accounted for in accordance
with ASC 310-40, Troubled Debt Restructuring by Creditors. Student loan borrowers face unique challenges as they enter
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the workforce and their loans enter repayment. To assist borrowers who are experiencing temporary financial difficulties
and are willing to resume making payments, the Company may offer forbearance periods of up to 12 months over the
life of the loan. Private student loans have repayment terms of 10 to 30 years and the actual maturity can extend for
several additional years since no payments are required while the borrower is in school. The forbearance period does not
result in a significant delay in payment relative to the original expected duration. Furthermore, the Company does not
anticipate significant shortfalls in the contractual amount due for borrowers using a first forbearance period as the
historical performance of these borrowers is not significantly different from the overall portfolio. However, when a
delinquent borrower is granted a second forbearance period, the forbearance is considered a troubled debt restructuring.

For our personal loan customers, the temporary programs normally consist of a reduction of the minimum payment for
a period of no longer than é months with a final balloon payment required at the end of the loan term. The permanent
program involves changing the terms of the loan in order to pay off the outstanding balance over the new term for a
period no longer than four years. The total term may not exceed nine years. The Company also allows loan modifications
for personal loan customers who request financial assistance through external sources, similar to our credit card
customers discussed above. Payments are modified based on the new terms agreed upon with the credit counseling
agency. Personal loans included in permanent programs are accounted for as froubled debt restructurings.

Loans classified as troubled debt restructurings are recorded at their present value with impairment measured as the
difference between the loan balance and the discounted present value of cash flows expected to be collected. Consistent
with the Company’s measurement of impairment of modified loans on a pooled basis, the discount rate used for credit
card loans is the average current annual percentage rate it applies to non-impaired credit card loans, which
approximates what would have applied to the pool of modified loans prior to impairment. For closed-end consumer
loans, the discount rate used is the average contractual rate prior to modification.

Interest income from loans accounted for as troubled debt restructurings is accounted for in the same manner as other
accruing loans. Cash collections on these loans are allocated according to the same payment hierarchy methodology
applied to loans that are not in such programs. Additional information about modified loans classified as troubled debt
restructurings is shown below (dollars in thousands):

Gross interest

Average Interest income  income that would
recorded  recognized during have been
investment in  period loans were  recorded with
loans impaired!! original terms(2
For the year ended November 30, 2011
Credit card 1oans ........c.cvcoiriiie et
Internal Programs .........cvi it e $536,568 $20,950 $65,051
EXtErnal Programs .......c..ccirieiiriiiiitcii ettt s $714,946 $61,511 $ 9,865
Person@l IOGNSH) .......ooeeeeeeee e ettt ettt $ 7,39 % 954 $ —
SHUABNT JOTNS ...veeeeieieeee ettt ettt et et sae e teeereeae s eresns s sataeenaetsesaeeteeabeartas $ 5,469 $ 362 $ —
Modified credit card loans that have reverted to pre-modification payment terms(®l.............c.c....... $276,300 $48,159 $ —
For the year ended November 30, 2010:
Credit card loans: permanent programs ...............ccceruririreeniiireesere et $260,251 $ 2,946 $39,917
For the year ended November 30, 2009 .
Credit card loans: permanent Programs ..............eceevrieeriiirerisseseeesrirseess e eresesasseseescneeneanas $ 79,165 $ 937 $10,454

(1) The Company does not separately track interest income on loans in modification programs. Amounts shown are estimated by applying an average interest
rate to the average loans in the various modification programs.

{2)  The Company does not separately track the amount of gross interest income that would have been recorded if the loans in modification programs had not
een restructured and inferest had instead been recorded in accordance with the original terms. Amounts shown are estimated by applying the difference
etween the average interest rate earned on non-impaired credit card loans and the average interest rate earned on loans in the mocﬁfi:aﬂon programs to

the average loans in the modification programs.

{3)  In addition to loans modified through permanent workout programs, in the first quarter 2011, the Company began accounting for credit card loans medified
through femportiry hardship and external programs as troubled debt restructurings. The impact on the allowance for loan losses as a result of this change
was not material,

{4)  As interest rates for personal loan customers in modification programs are rarely modified, gross interest income that would have been recorded with
original terms is not significant.

{5)  This balance is considered impaired, but is excluded from the troubled debt restructuring amounts shown above. Represents credit card loans that were
modified in troubled debt restructurings but that have subsequently reverted back to loans’ pre-modification payment terms either due fo noncompliance with
the terms of the modification or successful completion of o temporary modification program.

{6)  The amount at November 30, 2009 does not include securitized loans as the Company began consolidating its securitization trusts on December 1, 2009
upon adoption of Statement No. 167. See Note 2: Change in Accounting Principle for more information.
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In order to evaluate the primary financial effects which resulted from loans entering into a loan modification program
during the year ended November 30, 2011, the Company quantified the amount by which interest and fees were reduced
during the year. During the year ended November 30, 2011, the Company forgave approximately $64.3 million of inferest
and fees as a result of accounts entering info a loan modification program.

The following table provides information on loans that entered a loan modification program during the fiscal year
{dollars in thousands):

Balances as of
Number of November 30,

Accounts 2011
Accounts that entered a loan modification program during the period:
Credit Card:
INEEINIA] PROGITMS ...ttt ettt i m et s et et eh s s e b s bs s 4 b b4 s b8 b St s 68,738 $480,354
EXIEITIAN PrOGIAMS ...ttt ettt ettt ca st h e e bbbt a s e s e st b b et bbb bttt bttt 52,705 $310,150
Student Loans : 262 $ 5,439
PErSONGI LOTNS ..o ettt e et e e e et e e e s s aee e e s bt e e e eabb et e e sabe e e e emets e ba e e e e s ae et s s e e s e s e h e a e e e e b e e e e e rab b e e e nbrareens 410 $ 4,613

The following table presents the carrying value of loans that experienced a payment default during the year ended
November 30, 2011 and that had been modified in a troubled debt restructuring during the fifteen months preceding the
end of each quarterly period {dollars in thousands):

For the year ended
November 30, 2011
Aggregated
Outstanding
Number of Balances Upon
Accounts Default
Troubled debt restructurings that subsequently defaulted:
Credit Card12);
Internal Programs 18,354 $130,636
External Programs 11,974 $ 61,959
SHUAENE LOGINS ettt et e et oot e e sva e s e esseeseeesseessaaseaabaes e aan e e e e ebeeshneeh e etk e e b e et e nn e e e en et e bt ea e nn s 19 $ 667
PEISONGAI LOGNS ..o e ettt e et e e e e am e e eee e e s eeeasae e saeeesseeaab s e aabeeneerbeenetee e e e e e aaae e aas b e s rateenene s s ne e nee s e csanens 17 $ 216

(1) The outstanding balance upon default is the loan balance at the end of the month prior to default.
(2) A customer defaults from a modification program after two consecutive missed payments.
{3)  Terms revert back to the pre-modification terms for customers who default from a temporary program and charging privileges remain revoked.

Of the account balances that defaulted as shown above, approximately 40% of the total balances charged off af the
end of the month in which they defaulted. For accounts that have defaulted from a loan modification program and that
have not subsequently charged off, the balances are included in the allowance for loan loss analysis discussed under the
above section entitled “Allowance for Loan Losses”.

Purchased Credit-Impaired Loans. Purchased loans with evidence of credit deterioration since origination for which it
is probable that not all contractually required payments will be collected are considered impaired at acquisition and are
reported as PCl loans. The private student loans acquired in the SLC transaction as well as the private student loans
acquired from Citi comprise the Company’s only PCl loans at November 30, 2011. Total PCl student loans had an
outstanding balance of $5.7 billion, including accrued interest, and a related carrying amount of $5.3 billion as of
November 30, 2011.

Management concluded it is probable that it will be unable to collect all contractually required payments due but it is
unable to specifically identify which loans it will be unable to collect. Therefore, the Company has elected to apply ASC
310-30 by analogy to the entire pool of acquired loans. :
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At the time of these acquisifions, these loans were recorded at fair value. The Company estimated the initial fair value
of the acquired loans based on the cash flows expected to be collected, discounted at a market rate of inferest. Expected
cash flows used in the initial fair value measurements reflect the effect of expected losses and prepayments as well as
anticipated changes in the interest rate indices applicable to these variable rate loans. '

As of the acquisition date of December 31, 2010, the PCI student loans acquired in the SLC transaction had an
aggregate outstanding balance of approximately $3.8 billion, including accrued interest, and a fair value (initial carrying
value) of approximately $3.1 billion. Of the $3.8 billion aggregate outstanding balance of loans acquired, loans with an
~ aggregate outstanding balance of approximately $31 million were non-performing as of the acquisition date.

As of the acquisition date of September 30, 2011, the private student loans acquired from Citibank had an aggregate
outstanding balance and an estimated fair value of approximately $2.4 billion . These loans were acquired at a discount
which reflects a decline in the credit quality of the loans after their origination that is partially offset by a premium which
reflects the value in certain loans that carry interest rates above prevailing market rates at the acquisition date. Of the
$2.4 billion aggregate outstanding balance of loans acquired, loans with an outstanding balance of approximately $16
million were non-performing as of the acquisition date. There has not been any significant incremental credit
deterioration on either portfolic since the respective acquisition dates, and therefore no allowance has been established
for the PCI student loans at November 30, 2011.

Certain PCI student loans in one of the three SLC securitization trusts are covered by an indemnification agreement with
Citibank for credit losses. The indemnified loans are presented along with all other PCI student loans and the related
indemnification asset is recognized as a separate asset on the Company’s consolidated statement of financial condition.
See Note 4: Business Combinations for a description of the indemnification asset.

The following table shows contractually required payments receivable, cash flows expected to be collected and fair
value of loans acquired as of the SLC acquisition date {dollars in millions):

At December 31,
2010
Contractually required payments receivablell)...........c.c.iiiiiiiiriiie ettt bttt $ 5,673
Less: Non-accretable differencel® ... ... ..o oottt ettt ettt e et e et et te e era et enean (683)
Catsh flows eXpected 10 be COlECtEd...........veve.eoeeeees oo eeeee oo es e eesees e ee oo esee e eeems e 4,990
Less: ACCetable YIBIdI)...........oiiei ittt b e et b et e st n etk et ena (1,920)
Fair value of [oans GeqUIFed.........coirieeceee ettt b ettt bttt $3,070

(1) Amount represents principal and interest payments, both currently due and due in the future, adjusted for the effect of estimated prepayments.
(2) Charge-offs on acquired loans will be written off against non-accretable difference.
{3)  Amount to be accreted into interest income over the estimated lives of the ocquired loans.

The following table shows contractually required payments receivable, cash flows expected to be collected and fair
value of the additional private student loans acquired from Citibank for the loans acquired as of September 30, 2011
(dollars in millions):

At September 30,
2011
Contractually required payments receivable(! $3,861
Less: Non-accretable differencel? (573)
Cash flows expected 10 be collected ..ot 3,288
Less: Accretable YIeldB)..... ..ottt b e bttt ettt r et a sttt re e (855)
Fair value of loans acquired $2,433

(1) Amount r?gresenis principal and interest payments, both currently due and due in the future, adjusted for the effect of estimated prepayments.
(2)  Charge-ofts on acquired loans will be written off against non-accretable difference.
{3)  Amount to be accreted into interest income over the estimated lives of the acquired loans.
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The following table provides changes in accretable yield for the acquired loans for the year ended November 30,
2011 (dollars in millions):

For the Year Ended

November 30, 2011
Balance at beginning of PEriod. .....c...eiuriiiiiricii ettt bt ee 5 —
Acquisition of The Student Loan Corporation 1,920
Acquisition of the additional private student loan portfolio from Citibank 855
ACCTEHON INTO INEETESE INCOME ... ...eitiieirieiiiiieeeieeeette et eesbeeetaee et e aeaaseaasaeeenn e e asas asssaesasae e seaeesssseesseesnseessanseasssasesssesasesnrneeensnsensns (225)
Reclassifications from non-accretable difference 30
BalANCe Gt @A OF PEHIO ...ttt ettt ettt ettt ettt ettt et es e s et ant et et rt et e e eae et eneenn $2,580

During the year ended November 30, 2011, the Company reclassified $30 million from non-accretable difference
because of an increase in expected cash flows. This amount will be recognized prospectively as an adjustment to yield
over the remaining life of the pools.

At November 30, 2011, the 30 or more days delinquency and 90 or more days delinquency rates on PCl student
loans {which includes loans not yet in repayment) were 2.14% and 0.73%, respectively. These rates include private
student loans that are greater than 120 days delinquent that are covered by an indemnification agreement or insurance
arrangements through which the Company expects to recover a substantial portion of the loan. The net charge-off rate on
PCl student loans for the year ended November 30, 2011 was 1.34%.

Geographical Distribution of Loans
The Company originates credit card and other consumer loans throughout the United States. The geographic
distribution of the Company’s loan receivables was as follows (dollars in thousands):

November 30, 2011 November 30, 2010

$ % $ %

L@ 11T 1T T OO OO S RO RRUOTOPON 5,127,162 8.9% $ 4,473,200 9.2%
INEW YOTK. ...ttt ettt ettt ettt e s e b e s et e teeae st e st e aseasesbe s e s e s e ereemteassessent e b ete et eanseaeens 4,726,479 8.2 3,259,953 6.7
TOXTS..vveeerieereii e eire et 4,241,506 7.4 3,848,684 7.9
Pennsylvania . 3,277,797 57 2,540,852 52
HIOIS ...ttt ettt ettt ettt et et e e e sttt een ettt e ae et ere e tt et ent et e teeaeereeneansenes 3,231,129 5.6 2,747,706 5.6
IO, ..ottt et ettt ettt n e et n e een et e st e nenens 3,118,242 5.4 2,902,083 59
OO ..ttt ettt et ettt ettt ettt e et e a ettt et teeheeeteeabaes e easeatteeas e bt ar s e e natebaesbeereeeareenreeassaris 2,428,496 4.2 2,147,238 4.4
INEW JEFSEY ..ottt ettt ettt sttt e e e e aa e e ab e e e e e n e e e e s b e e aane e naneenanneeannee e 2,286,338 4.0 1,823,938 3.7
IHICRIGEN .ottt et ettt e ettt a e st eae et et et e e neareerens 1,843,670 3.2 1,555,896 3.2
GBOTGIT .ottt et sttt et et e b e et e e e e e e e bt e e et e e et en st e eabte e aabeenabeennneeaas 1,619,912 2.8 1,466,863 3.0
OHREI SHAIES .-...vveiiteetete ettt ettt et e ettt e e e e st n e st eete et s et e s e eneeseeeseasasaessenseensessanseseeerssreeneaasartens 25,436,204  44.6 22,070,000 452

Total Loan Portfolio. ......c.o.vovirie et 57,336,935 100.0% $48,836,413 100.0%

7. Credit Card and Student Loan Securitization Activities

Credit Card Securitization Activities

The Company accesses the term asset securitization market through the Discover Card Master Trust | (“DCMT”) and the
Discover Card Execution Note Trust (“DCENT”}, which are trusts into which credit card loan receivables are transferred
(or, in the case of DCENT, into which beneficial interests in DCMT are transferred) and from which beneficial interests are
issued to investors.

The DCMT structure consists of Class A, triple-A rated certificates and Class B, single-A rated certificates held by third
parties. Credit enhancement is provided by the subordinated Class B certificates, cash collateral accounts, and more
subordinated Series 2009-CE certificates that are held by a wholly-owned subsidiary of Discover Bank. The DCENT debt
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structure consists of four classes of securities (DiscoverSeries Class A, B, C and D notes), with the most senior class
generally receiving a triple-A rafing. In this structure, in order to issue senior, higher rated classes of notes, it is necessary
to obtain the appropriate amount of credit enhancement, generally through the issuance of junior, lower rated or more
highly subordinated classes of notes. The majority of these more highly subordinated classes of notes are held by
subsidiaries of Discover Bank. In addition, during the year ended November 30, 2011 there was another series of
certificates (Series 2009-SD) issued by DCMT which provided increased excess spread levels to all other outstanding
securities of the trusts. The Series 2009-SD certificates were held by a wholly-owned subsidiary of Discover Bank. In
January 2010, the Company increased the size of the Class D (2009-1) note by $527.2 million and the Series 2009-CE
certificate by $536.4 million to further support the more senior securities of the trusts. The Company was not contractually
required fo provide this incremental level of credit enhancement but did so pursuant to the trusts’ governing documents in
order to maintain the credit ratings of the securities issued by the trusts and to preserve the Company’s ability to
participate in the credit card asset-backed securitization markets. The Series 2009-SD balance of $346.4 million matured
on January 17, 2012, automatically triggering a higher required level of the Class D (2009-1) note. Accordingly, the size
of the Class D (2009-1) note was increased by $241.7 million. The credit-related risk of loss associated with trust assets
as of the balance sheet date to which the Company is exposed through the retention of these subordinated inferests is fully
captured in the allowance for loan losses recorded by the Company.

The Company’s credit card securitizations are accounted for as secured borrowings and the trusts are treated as
consolidated subsidiaries of the Company. The Company’s retained interests in the assets of the trusts, principally
consisting of investments in DCMT certificates and DCENT notes held by subsidiaries of Discover Bank, constitute
inte;lcompcny positions which are eliminated in the preparation of the Company’s consolidated statement of financial
condition. '

Upon iransfer of credit card loan receivables to the trust, the receivables and certain cash flows derived from them
become restricted for use in meeting obligations to the trusts” creditors. The trusts have ownership of cash balances that
also have restrictions, the amounts of which are reported in restricted cash. Investment of trust cash balances is limited to
investments that are permitted under the governing documents of the trusts and which have maturities no later than the
related date on which funds must be made available for distribution to trust investors. With the exception of the seller’s
interest in trust receivables, the Company’s inferests in trust assets are generally subordinate to the interests of third-party
investors and, as such, may not be realized by the Company if needed to absorb deficiencies in cash flows that are
allocated to the investors in the trusts’ debt. The carrying values of these restricted assets, which are presented on the
Company’s consolidated statement of financial condition as relating to securitization activities, are shown in the table
below (dollars in thousands):

November 30,
2011 2010

Caash collateral AECOUNTSIT ... ..ottt ettt e s et et s e et ee et eae st e eeseeeesteseereneereseenseneseereensseseeseeeneens $ 187,105 $§ 459,474
Collections and inferest FUNAING GECOUNES ..............cuiviuiiieiiiei ettt et et s et ee e st e e e esenseseeseeee 977,195 904,284
RESHTICIEA GOSN ...ttt e et et e et et e et e e e e et e e e e s e e e e a e e esaean e e st e eae e e e e e eneerenrenaaenn 1,164,300 1,363,758
Investors’ inferests held by third-party INVESIOrs ...........c.ccoiriiieiiiiiericces e 13,294,739 14,921,057
Investors’ interests held by wholly owned subsidiaries of Discover Bank ...............coooooioiiieieriieeeeeeee e 5,157,536 4,608,210
SIEI'S INHEIESE ... e ettt ettt ettt ettt ettt ettt ettt n e eener e 15,363,585 14,923,722
LOGIN FEEEBIVADBIESIZ) ... ittt et et e et e e e e e e e et e e e e s et e e e s es s e s en et ees e s eeseeseeseeseneaneseeaen 33,815,860 34,452,989
Allowance for loan losses allocated to securitized loan receivables( ...........c..ccovoieeeeeeere et e et e {1,510,730) (2,431,399)
INEH OGN FECEIVABIES ...ttt e et e et e e s eeseeee e e s ees et eetr s s eeteseesseseemsse s e s esesesesssees 32,305,130 32,021,590
ONET 1ttt ettt ettt et et e et e ettt oot er ettt e e ettt e e n e n e et e e e erneneen 26,506 24,083
Carrying value of assets of consolidated variable inferest EntEs. ...........oovoeer oot s e res s es $33,495,936  $33,409,431

(1) As of November 30, 2011 and 2010, the full amount was pledged as collateral against a long-term borrowing.

(2)  The Company maintains its allowance for loan losses at an amount sufficient to absorb probable losses inherent in all loan receivables, which includes all
loan receivables in the trusts. Therefore, credit risk associated with the transferred receivables is fully reflected on the Company’s balance sheet in
accordance with GAAP.
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The debt securities issued by the consolidated VIEs are subject to credit, payment and inferest rate risks on the
transferred credit card loan receivables. To protect investors, the securitization structures include certain features that
could result in earlier-than-expected repayment of the securities. The primary investor protection feature relates to the
availability and adequacy of cash flows in the securitized pool of receivables to meet contractual requirements. Insufficient
cash flows would trigger the early repayment of the securities. This is referred to as the “economic early amortization”
feature.

Investors are allocated cash flows derived from activities related to the accounts comprising the securitized pool of
receivables, the amounts of which reflect finance charges billed, certain fee assessments, allocations of merchant discount
and inferchange, and recoveries on charged-off accounts. From these cash flows, investors are reimbursed for charge-offs
occurring within the securitized pool of receivables and receive a contractual rate of return and Discover Bank is paid o
servicing fee as servicer. Any cash flows remaining in excess of these requirements are reported to investors as excess
spread. An excess spread rate of less than 0% for a contractually specified period, generally a three-month average,
would trigger an economic early amortization event. In such an event, the Company would be required to seek immediate
sources of replacement funding. Apart from the restricted assets related to securitization activities, the investors and the
securitization trusts have no recourse to the Company’s other assets or the Company’s general credit for a shortage in
cash flows. '

The Company is required to maintain a contractual minimum level of receivables in the trust in excess of the face value
of outstanding investors’ inferests. This excess is referred to as the minimum seller’s interest requirement. The required
minimum seller’s interest in the pool of trust receivables, which is included in credit card loan receivables restricted for
securitization investors, is set at approximately 7% in excess of the total investors’ interests (which includes interests held
by third parties as well as those certificated interests held by the Company). If the level of receivables in the trust was to
fall below the required minimum, the Company would be required to add receivables from the unrestricted pool of
receivables, which would increase the amount of credit card loan receivables restricted for securitization investors. A
decline in the amount of the excess seller’s interest could occur if balance repayments and charge-offs exceeded new

‘lending on the securitized accounts or as a result of changes in fotal outstanding investors’ interests: If the Company could
not add enough receivables to satisfy the requirement, an early amortization (or repayment) of investors’ interests would
be triggered. We refain significant exposure to the performance of trust assets through holdings of the seller’s interest and
subordinated security classes of DCMT and DCENT.

Another feature of the Company’s securitization structure that is designed to protect investors’ inferests from loss, which
is applicable only to the notes issued from DCENT, is a reserve account funding requirement in which excess cash flows
generated by the fransferred loan receivables are held at the trust. This funding requirement is triggered when DCENT's
three-month average excess spread rate decreases to below 4.5%, with increasing funding requirements as excess spread
levels decline below preset levels to 0%.

In addition fo performance measures associated with the transferred credit card loan receivables, there are other
events or conditions which could trigger an early amortization event. As of November 30, 2011, no economic or other
early amortization events have occurred.

The tables below provide information concerning investors’ interests and related excess spreads at November 30,
2011 (dollars in thousands):

Investors’ # of Series
Interests?  Outstanding

DISCOVER CaPd MASIEN TEUSE | . ettt ettt oot e e e s e e st e st e e tee e s emtb e e emteeeateseas e et e s eatesensteeaasesesssaaaseenneean $ 3,262,331 6
Discover Card Execution Note Trust (DiscoverSeries notes) ................... eeeeeeeeeeeeeeeteeeeeateeeteeeeiettitbnatareaeaeaeeaeeaeaeaeariarerennanan 15,189,944 32
Total investors’ inferests.............ccoveeveeerveeennenn. OO OO U OU OO OO OO ORI $18,452,275 38

{1) Investors’ interests include third-party interests and subordinated interests held by wholly-owned subsidiaries of Discover Bank.
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3-Month Rolling
Average Excess

Spread2
Group excess spread percentage........................ 17.43%
DiscoverSeries excess spread percentage 17.35%

{1) DCMT certificates refer to the higher of the Group excess spread or their applicable series excess spread (not shown) and DiscoverSeries notes refer to the
higher of the Group or DiscoverSeries excess spread in assessing whether an economic early amortization has been triggered.

{2)  Discount Series {Series 2009-SD) made principal collections available for reallocation to other series to cover shortfalls in interest and servicing fees and to
reimburse charge-offs. Three-month rolling average excess spread rates reflected the availability of these addifional collections. These collections and their
contribution to excess spread terminated when the Series 2009-SD certificates matured on January 17, 2012.

The Company continues to own and service the accounts that generate the loan receivables held by the trusts. Discover
Bank receives servicing fees from the trusts based on a percentage of the monthly investor principal balance outstanding.
Although the fee income to Discover Bank offsets the fee expense to the trusts and thus is eliminated in consolidation,
failure to service the transferred loan receivables in accordance with contractual requirements could lead to a termination
of the servicing rights and the loss of future servicing income, net of related expenses.

The following disclosures apply to securitization activities of the Company prior to December 1, 2009, when transfers
of receivables to the trusts were treated as sales in accordance with prior GAAP. See Note 2: Change in Accounting
Principle for discussion of prior accounting and related adjustments made in conjunction with adopting Statement
No. 166. Retained interests classified as available-for-sale investment securities at November 30, 2009 were carried at
amounts that approximated fair value with changes in the fair value estimates recorded in other comprehensive income,
net of tax. Refained interests classified as held-to-maturity investment securities were carried at amortized cost. All other
retained inferests in credit card asset securitizations were recorded in amounts due from asset securitization at amounts
that approximated fair value.

During the year ended November 30, 2009, the Company recognized a net revaluation of its subordinated refained
interests resulting in a loss of $160.1 million in securitization income in the consolidated statement of income. Included in
this amount is $16.7 million of initial gains on new securitization transactions, net of issuance discounts, as applicable.

The following table summarizes certain cash flow information related fo the securitized pool of loan receivables (dollars
in millions):

For the Year Ended
November 30, 2009
Proceeds from third-party investors in new credit card secURZAHONS................ciiiiiiiiiiiii e $ 3,543
Proceeds from collections reinvested in previous credit card securitizations $46,753
Contractual Servicing FEes rECIVEM. ...........o.iiitiieer ettt sttt sttt $ 490
Cash flows received from retQiNEd INTEIESTS. ........cc.eieeeeeeeee ettt ettt e e et e eer e e s e e e eeeeetbeeesseasssssersaeassaeensneaesnesanseeasseeeusnen $ 1,980
Purchases of previously transferred credit card receivables {securitization maturities).............c.ocoooiiiii $ 5739

Student Loan Securitization Activities

The Company’s student loan securitizations are accounted for as secured borrowings and the trusts are treated as
consolidated subsidiaries of the Company. Trust receivables underlying third-party investors’ interests are recorded in
purchased credit-impaired loans, and the related debt issued by the trusts is reported in long-term borrowings. The assets
of the Company’s consolidated VIEs are restricted from being sold or pledged as collateral for other borrowings and the
cash flows from these restricted assets may be used only to pay obligations of the trust.

Currently there are three trusts from which securities are issued fo investors. Principal payments on the long-term
secured borrowings are made as cash is collected on the collateralized loans. The Company does not have access to cash
collected by the securitization trusts until cash is released in accordance with the trust indenture agreements and, for
certfain securitizations, no cash will be released to the Company until all outstanding trust borrowings have been repaid.
Similar to the credit card securitizations, the Company continues to own and service the accounts that generate the
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student loan receivables held by the trusts and receives servicing fees from the trusts based on either a percentage of the
principal balance outstanding or a flat fee per borrower. Although the servicing fee income offsets the fee expense related
to the trusts, failure to service the transferred loan receivables in accordance with contractual requirements could lead fo a
termination of the servicing rights and the loss of future servicing income.

Under terms of all the trust arrangements, the Company has the option, but not the obligation, to provide financial
support fo the trusts, but has never provided such support. A substantial portion of the credit risk associated with the
securitized loans has been transferred to third parties under private credit insurance or indemnification arrangements.
See Note 4: Business Combinations.

The carrying values of these restricted assets, which are presented on the Company’s consolidated statement of
financial condition as relating to securitization activities, are shown in the table below (dollars in thousands):

November 30,
2011

Restricted Cash ........coovviieieeeee e $ 109,875
Student loan receivables 2,839,871
OHREE GSSEES .....eeeeevee e et eetteeteeteeete e e etteeaeeseeeseese e s e esneaaseesseebee s s esssenssesaeeabeeasbeeraeeabseeteeRbe et aeeRbaer b e ekbeenneeat e et b e eabensn e st ense e bt enssenaeentas 7,218

Carrying value of assets of consolidated variable interest entifies .............ooovuciiiiiiiiiii e $2,956,964
8. Premises and Equipment

A summary of premises and equipment, net is as follows {dollars in thousands):
November 30,
2011 2010

1ot U O OO SO OSSO U OSSO SRRP $ 41816 $ 41816
Buildings and ImMProvements ..........c.ccoouiuiiiiiiiiii e 502,109 496,352
Capitalized eqUIPMENT JEASES .........coouiiiiiiiiiici e 6,176 3,962
Furniture, FixtUres and @QUIPIMENE ............ouiiititiiiietet ettt et ettt esee e sttt e et ses et s esne e eseas e semm et eeeraneeesenena 570,775 508,599
SOMWOTE -.vetieteietete ettt st et e et e e e e st s e et s et s e s catehea s eb e b ebe e btk sa ek et s et ee e £as ks ce £ b st b e bbb en et et enenen 346,535 300,018

Premises and equipment........‘..............; ..................................................................................................................... 1,467,411 1,350,747
Less: ACCUMUlAIEd dePreCioON. ..........e..euiieieeieiei ittt ettt ettt ettt ettt et es bt st es et eme b et eme s e naeseas (706,778) (647,256)
Less: Accumulated amortization of SOMWAIE .............coiiiiiiiicic ettt ettt (277,383) (248,877)

Premises and equipment held for investment, nef...........cccciviiiiiiiiiiiiii e 483,250 454,614

Premises and equipment held for sale, netilh.............ccoooiiiiiiiii — 6,118

Total premises and equipment, net $ 483,250 § 460,732

(1) On November 12, 2009, the Company announced plans to close one of its processing centers. As such, this property was classified as held for sale, and the
Company recorded a loss in 2009 of $5.6 million, which is included in other expense in the consolidated statement of income. The property was sold during
2011 and the Company recorded an additional loss of $3.1 million, which is also included in other expense in the consolidated statement of income.

Depreciation expense, including amortization of assets recorded under capital leases, was $59.7 million, $64.0 million
and $72.7 million for the years ended November 30, 2011, 2010 and 2009, respectively. This includes depreciation
expense associated with held-for-sale property of $0.8 million for the year ended November 30, 2009. Amortization
expense on capitalized software was $29.7 million, $25.2 million and $24.9 million for the years ended
November 30, 2011, 2010 and 2009, respectively.

9. Goodwill and Intangible Assets

Goodwill

As of November 30, 2011 and 2010, the Company had goodwill of $255.4 million recorded in connection with its
acquisition of PULSE in January 2005, which was allocated to the Payment Services segment. Subsequent fo the
acquisition date, no adjustments have been made to the Company’s goodwill balance. The Company conducted its
annual goodwill impairment testing on June 1, 2011 and 2010, at which times management concluded that there was no
impairment fo goodwill.
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Infangible Assets

The Company’s amortizable intangible assets consist primarily of acquired customer relationships recognized in the
December 2010 acquisition of SLC, which is allocated to the Direct Banking segment, and acquired customer
relationships and trade name infangibles recognized in the acquisition of PULSE in January 2005, which is allocated to -
the Payment Services segment. Non-amortizable intangible assets consist of frade name intangibles recognized in the
acquisition of SLC, along with infernational transaction processing rights and trade name intangibles recognized in the
acquisition of Diners Club in June 2008. Acquired customer relationships for SLC consist of those relationships in
existence between SLC and the numerous students that carry student loan balances, while for PULSE they consist of those
relationships in existence between PULSE and the numerous financial institutions that participate in its network, as valued
at the date of the respective acquisitions. For more information on the Company’s acquisition of SLC, see Note 4: Business
Combinations.

The following table summarizes the Company’s intangible assets (dollars in thousands):

November 30, 2011 November 30, 2010
Weighted
Average Gross Gross
Amortization Carrying Accumulated NetBook Carrying Accumulated  Net Book
Period Amount  Amortization  Value Amount  Amortization  Value
Amortizable intangible assets:
Customer relafionships.........cc..coeeeerienicinirennnne 14.6years  $ 72,598 $45,431 $ 27167 $ 69,400 $37,786 $ 31,614
Trade name and other ........ocovvivviiieceiece e 25 years 7,700 1,676 6,024 7,700 1,368 6,332
Total amortizable intangible assets .............c..c.e..... 80,298 47,107 33,191 77,100 39,154 37,946
Non-amortizable intangible assets
TrAAE NAMES et N/A 131,780 — 131,780 127,980 — 127,980
International transaction processing rights ..............c..... N/A 23,047 — 23,047 23,047 — 23,047
Total non-amortizable infangible assets ..................... 154,827 — 154,827 151,027 — 151,027
Total infcmgib|e ASSEES 1evvvieeeiiiie e $235,125 $47,107 $188,018 $228,127 $39,154 $188,973

Amortization expense related to the Company’s intangible assets was $8.0 million, $6.7 million and $7.7 million for
the years ended November 30, 2011, 2010 and 2009, respectively.

The following table presents expected intangible asset amortization expense for the next five years based on intangible
assets at November 30, 2011 (dollars in thousands): ’

Year Amount

10. Deposits

The Company offers its deposit products, including certificates of deposit, money market accounts, online savings
accounts and Individual Retirement Account {IRA) certificates of deposit fo customers through two channels: (i) through
direct marketing, internet origination and affinity relationships (“direct-to-consumer deposits”); and {ii) indirectly through
contractual arrangements with securities brokerage firms (“brokered deposits”). As of November 30, 2011 and
November 30, 2010, the Company had approximately $26.2 billion and $20.6 billion, respectively, of
direct-to-consumer deposits and approximately $13.3 billion and $13.7 billion, respectively, of brokered deposits.
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A summary of interest-bearing deposit accounts is as follows {dollars in thousands):

November 30,
2011 2010

Certificates of deposit in amounts less than $100,0000) .........c.veuriieiiirrmeiiii e $20,114,121  $19,797,420
Certificates of deposit from amounts of $100,00001) to less than $250,00000) .......c.cc.iuereieriuiuemerierrenireeenreresresesressesieeenas 5,290,405 4,626,792
Certificates of deposit in amounts of $250,00011) OF GrETEr ...........c.vrveriurrieuiiiirieiesreet ettt st se e eseee e 1,189,779 1,146,843
Savings deposits, including money market deposit ACEOUNES .........c.c.citririecririieeriie et 12,869,582 8,738,784

Total inferest-bearing dePOsits...........oierreiricerer et e ettt nee s $39,463,887  $34,309,839
Average annual INEErEst FATE ..........c.ciiiiriiiiicii ettt et et a e s e ene e 2.57% 3.12%

(1) $100,000 represents the basic insurance amount previously covered by the FDIC. Effective July 21, 2010, the basic insurance per depositor was
permanently increased to $250,000.

At November 30, 2011, certificates of deposit maturing over the next five years and thereafter were as follows (dollars
in thousands):

Year : Amount

$12,419,875
$ 6,813,369
$ 3,008,278
$ 2,021,264
$ 1,526,304
$ 805,215
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11. Borrowings

Long-term borrowings consist of borrowings and capital leases having original maturities of one year or more. The
following table provides a summary of the Company’s long-term borrowings and weighted average interest rates on
balances outstanding at period end (dollars in thousands):

November 30, 2011 November 30, 2010
Interest Interest Interest Rate
Outstanding  Rate  Outstanding  Rate Terms Maturity
Securitized Debt
Fixed rate asset-backed securities {including discount
OF $1,258).c.iiiieee e $ 1748742  565% $ 2,598,343 5.47% Fixed Various June 2013 -
September 2017
Floating rate asset-backed securities........................ 10,044,739  0.81% 10,621,057 0.75%  1-month IBORM + 5  Various April 2012 -
to 130 basis points November 2016
Floating rate asset-backed securities........................ 1,250,000  0.69% 1,250,000 0.63%  3-month LIBORM + December 2012
34 basis points
Floating rate asset-backed securities and other
DOrTOWINGS ....ovevei ettt 250,000 0.91% 450,000 0.98%  Commercial Paper April 2013
rate + 70 basis points
Total Discover Card Master Trust | and Discover Card
Execution Note Trust ..............cccooovveniiieacenieane, 13,293,481 14,919,400
Floating rate asset-backed securities {including
discount of $225,997) ...ccevimiiieeeeeeeeeeeen 1,390,066 0.60% — 3-month LIBORM Various April 2018
+ 7 to 45 basis points - July 203612
Floating rate asset-backed securities {including
discount of $3,562) ...c.vovvvceiieeeeeeeieeee . 627,072  4.25% — Prime rate +100 June 20311
) basis points
Floating rate asset-backed securiies (including
premium of $2,663)........ccviererriereiinniinn i, 157,338  4.00% — Prime rate + 75 basis July 204212
points
Floating rate asset-backed securities {including
premium of $6,341)......cceiiiniiiiice e 374,555  3.75% — 1-month LIBORM! July 204212
+ 350 basis points
Total SLC Private Student Loan Trusts......................... 2,549,031 —
Total Long-Term Borrowings — owed o securitization
FIVESIORS .vvooooooeeoooooeeeeeee oo 15,842,512 14,919,400
Discover Financial Services (Parent Company)
Fixed rate senior notes due 2017
Principal value (including discount of $451).......... 399,549  6.45% 399,467 6.45% Fixed June 2017
Fair value adjustment(3) " 9,855 (7,888)
Book ValUE. ..o 409,404 391,579
Fixed rate senior notes due 2019 .........cocveevvvenennn.. 400,000 10.25% 400,000 10.25% Fixed July 2019
Discover Bank
Subordinated bank notes due 2019 (including
discount of $1,437) ...oovvviiiieieeeeeeier e 698,563  8.70% 698,382 8.70% Fixed November 2019
Subordinated bank notes due 2020 (including
discount of $2,901) ................. e 497,099  7.00% 496,753 7.00% Fixed April 2020
Floating rate secured borrowings..............cc.ccovnun.... — — % 93,980 0.79%
Floating rate secured borrowings...........cc..c.cvuein.. — — % 212,336  0.70%
Floating rate secured borrowings® .................co...... 437,613  0.70% 492,910 0.66%  Commercial Paper August 201314
rate + 50 basis points
Capital lease obligations ...........ccccocoecviririinnann, 1,987  4.51% 388 6.26% Fixed Various August 2015
- April 2016
Total long-term borrowings ............c..cocoveven.n. $18,287,178 $17,705,728

(1) London Interbank Offered Rate {“LIBOR”).

(2}  Repayment of this debt is dependent upon the timing of principal and interest payments on the underlying student loans. The dates shown represent final

maturity dates.

(3)  The Company uses interest rafe swaps to hedge this long-term borrowing against changes in fair value atiributable to changes in LIBOR. See Note 23:

Derivatives and Hedgin? Activities.
{4)  Under a program establi

shed by the U.S. Depariment of Education, this loan facility was entered into to fund certain federal student loans, which were held

for sale at November 30, 2011 and November 30, 2010. Principal and interest payments on the underlying student loans will reduce the balance of the
secured borrowing over time, with final maturity in August 2013. However, upon sale of the loans, this loan facility will be repaid or assumed by a buyer.
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Maturities. Long-term borrowings had the following maturities at November 30, 2011 (dollars in thousands):

Discover Financial Discover Financial
. , Services Services
Year {Consolidated)  (Parent Company Only)
DUE N 20T 2 ettt ettt e e et e e et e r bt et rth et r e bt ae s e b ettt e ertanneerraans $ 3,326,416 $ —
Due in 2013 5,616,755 —
Due in 2014 2,789,761 —
Due in 2015 600,288 —_
Due in 2016 399,997 —
TREIEARET ...ttt ettt ettt e e e e e e 5,553,961 809,404
TOMAL. ettt ettt ettt et et et e e ene e e eaan eeereraeaeerertareanra——————— $18,287,178 $809,404

As of November 30, 2011, the Company had an unsecured credit agreement that was effective through May 2012;
however, the commitment was terminated by the Company effective December 16, 2011 due to the availability of other
sources of contingent liquidity. The agreement previously provided for a revolving credit commitment of up to $2.4 billion
{of which the Company could borrow up to 30% and Discover Bank could borrow up to 100% of the total commitment).
As of November 30, 2011, the Company had no outstanding balances due under the facility. The credit agreement
provided for a commitment fee on the unused portion of the facility, which could range from 0.07% to 0.175% depending
on the index debt ratings. Loans outstanding under the credit facility would have borne interest at a margin above the
Federal Funds rate, LIBOR, the EURIBOR or the Euro Reference rate. The terms of the credit agreement included various
affirmative and negative covenants, including financial covenants related to the maintenance of certain capitalization and
tangible net worth levels, and certain double leverage, delinquency and Tier 1 capital fo managed loans ratios. The credit
agreement also included customary events of default with corresponding grace periods, including, without limitation,
payment defaults, cross-defaults fo other agreements evidencing indebtedness for borrowed money and bankruptcy-
related defaults.

The Company also has access to committed undrawn capacity through private securitizations to support the funding of
its credit card loan receivables. As of November 30, 2011, the total commitment of secured credit facilities through
private providers was $7 billion, of which $250 million had been used and was included in long-term borrowings at
November 30, 2011. Access to the unused portions of the secured credit facilities is dependent upon the agreement with
each of the providers which have various expirations in fiscal years 2013, 2014 and 2015. Borrowings outstanding
under each facility bear interest at a margin above LIBOR or the asset-backed commercial paper costs of each individual
conduit provider. The terms of each agreement provide for a commitment fee to be paid on the unused capacity, and
include various affirmative and negative covenants, including performance metrics and legal requirements similar to those
required to issue any term securitization transaction.

Short-Term Borrowings. Short-term borrowings consist of overnight Federal Funds purchased with original maturities
less than one year. Total short-term borrowings as of November 30, 2011 were $50 million and the weighted-average
interest rate was 0.08%. There were no outstanding short-term borrowings as of November 30, 2010.

1

od Compensation Plons

The Company has two stock-based compensation plans: the Discover Financial Services Omnibus Incentive Plan and
the Discover Financial Services Directors’ Compensation Plan.

Omnibus Incentive Plan. The Discover Financial Services Omnibus Incentive Plan (“Omnibus Plan”), which is
stockholder-approved, provides for the award of stock options, stock appreciation rights, restricted stock, restricted stock
units (“RSUs"), performance stock units (“PSUs”) and other stock-based and/or cash awards {collectively, “Awards”).
Currently, the Company does not have any stock appreciation rights and restricted stock outstanding. The total number of
shares that may be granted is 45 million shares, subject to adjustments for certain transactions as described in the
Omnibus Plan document. Shares granted under the Omnibus Plan may be the following: (i) authorized but unissued
shares, and (i) treasury shares that the Company acquires in the open market, in private transactions or otherwise.
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Directors’ Compensation Plan. The Discover Financial Services Directors’ Compensation Plan (the “Directors’
Compensation Plan”), which is stockholder-approved, permits the grant of RSUs to non-employee directors. The total
number of units available for grant under the Directors’ Compensation Plan equals the excess, if any, of (i) 1,000,000
shares over (i) the sum of {a) the number of shares subject to outstanding awards granted under the Directors’
Compensation Plan and (b) the number of shares previously issued pursuant to the Directors’ Compensation Plan. Shares
of stock that are issuable pursuant to the awards granted under the Directors’ Compensation Plan may be authorized but
unissued shares, treasury shares or shares that the Company acquires in the open market. Annual awards for eligible
directors are calculated by dividing $125,000 by the fair market value of a share of stock on the date of grant and are
subject to a restriction period whereby 100% of such units shall vest on the first anniversary of the date of grant.

Salary Paid In Shares. The Company paid a portion of certain employees’ annual base salary in shares. During the
years ended November 30, 2011 and 2010 a total of 13 thousand and 454 thousand shares were granted to fund $0.3
million and $6.8 million of salary expense. Shares were fully vested at the date of grant and were subject fo transfer
restrictions which lapse between June 30, 2011 and June 30, 2013 according to the salary stock grant date.

Stock-Based Compensation. The following table details the compensation cost, net of forfeitures, related to each of the
above plans (dollars in thousands):

For the Years Ended
November 30,

2011 2010 2009
RESIICIEA STOCK UNIES ......ovveteee ettt ettt ettt et ae e e e e e e st e e e e e saee e e et e anteeetsemssetesenaeeesenseesssansereeannenten $33,411  $30,245 $42,733

PerfOrmENCE SIOCK UNIS «...vveveieee et ettt ettt es e et e eae e s eraeeseeeaseeat s aabeeeeeeaseeseesaneenteaabeeneseneeenaenraereen 10,113 — —

SAlary PAId N SHATES ... ettt ettt bttt bbb 253 6,820 -
SHOCK OPHONS ... ettt bbbttt ettt — 16 156
Total stock-based cOMPENSAION EXPENSE..........ceiririieiieieieeiiiet ettt es ettt sa b b et et et ses s tate s etsssanaeas $43,777 $37,081 $42,889
INCOME HAX DEMEHL ..ot e e et e e e st et e e em e et saa e et e s e s e s saveeeeeeneniees $16,513  $13,762 $16,006

On July 2, 2007, the Company issued “Founder’s Grants” of RSUs to certain directors, executive officers and
employees of the Company in the aggregate amount of $134.1 million, which were subject o various vesting terms of up
to four years. All of the Founder’s Grants RSUs were vested as of November 30, 2011. In connection with these awards,
the Company recognized expense of $2.7 million, $8.8 million, and $22.9 million, net of estimated forfeitures, for the
years ended November 30, 2011, 2010 and 2009, respectively.

Restricted Stock Unit Activity. The following table sets forth the activity related to vested and unvested RSUs during the
year ended November 30, 2011.

Weighted-Average ~ Aggregate

Number of Grant-Date Intrinsic Value
Shares Fair Value (in thousands)
Restricted stock units at November 30, 2010 ........oiviiiiiiieiee ettt 4,864,934 $17.48
GIANEA ...veee ettt ettt e e et e st e e e e et e et e e e e et et e en et et enteant s 2,515,530 $19.57
CONVErsions 10 COMMON STOCK .........veeeieiieeeieeceeee oo eee et e et e ee et eet et esaeeaesaeeanen (1,373,941) $17.84
Forfeited (207,883) $16.92
Restricted stock units at November 30, 2011 5,798,640 $18.32 $138,124
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The following table sets forth the activity related to unvested RSUs during the year ended November 30, 2011:

Weighted-Average

Number of Grant-Date

Shares Fair Value
Unvested restricted stock units at November 30, 201000 .....ooiiiiiiee et . 3,158,725 $16.41
) 2,515,530 $19.57
{1,743,823) $20.10
{207,883) $16.92
3,722,549 $16.79

{1} Unvested restricted stock units represent awards where recipients have yet to satisfy either explicit vesfing terms or refirement-eligibility requirements.

Compensation cost associated with restricted stock units is determined based on the number of units granted and the
fair value on the date of grant. The fair value is amortized on a straight-line basis, net of estimated forfeitures over the
requisite service period for each separately vesting tranche of the award. The requisite service period is generally the
vesting period.

The following table summarizes the total intrinsic value of the RSUs converted to common stock and the total grant date
fair value of RSUs vested (dollars in thousands):

For the Years Ended
November 30,
‘ 2011 2010 2009
Intrinsic value of RSUs converted 1 COMMON SEOCK ... v..veeereeeeeeeeeeeeee oo oo oo $29,891 $25,727 $34,868
Grant date fair value of RSUS VESTEd ... ....c.oieiiee ettt ee e e e $35,045 $46,620 $64,973
Weighted average grant date fair value of RSUs granted..............cooooiiiiiiceie e, $ 1957 $ 1508 $ 1036

As of November 30, 2011, there was $25.9 million of total unrecognized compensation cost related to non-vested
RSUs. The cost is expected fo be recognized over a total period of 3.3 years and a weighted average period of 1.9
years.

Performance Stock Unit Activity. The following table sets forth the activity related to vested and unvested PSU’s during
the year ended November 30, 2011:

Weighted Aggregate
Number  Average Grant- Intrinsic Value
of Shares  Date Fair Value  (in thousands)

Performance stock units at November 30, 2010 .......cc.coiiiir ettt es et eeeeee oo — —

CGIANEA L.ttt ettt ettt ettt er e et et e e oo 787,921 $19.15
Conversions 10 COMMON SIOCK ........o.o..iiei ettt et ean e e eees e eenens — —
Forfeited ........coooeeeeee e ettt aa e ae e ah e et et e e rae et e e et e enseenee st etesiteeneeeeneane (25,005) $19.15
Performance stock units at November 30, 20TT ... e 762,916 $19.15 $18,173
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The following table sets forth the activity related to unvested PSUs during the year ended November 30, 2011:

Weighted-Average

Number Grant-Date

of Shares Fair Value
Unvested performance stock units at November 30, 201001 ...t — -
GIANIEA. ...ttt ettt e e ettt e et r e et e a2t e et e e et e ettt e et e et et ettt et e et ete et e eae e et et ettt e st eananes 787,921 $19.15
VESIEU ...ttt ettt et ts ettt et e et e a1t et et te et e e tteeateteate e aeeneenaens — —
FOTFRIIE . ..ottt et e ettt et ettt ettt et r e et reaas (25,005} $19.15
Unvested performance stock units at November 30, 20171 ..ottt 762,916 $19.15

(1) Unvested performance stock units represent awards where recipients have yet to satisfy either explicit vesting terms or refirement-eligibility requirements.

Compensation cost associated with performance stock units is determined based on the number of instruments granted,
the fair value on the date of grant, and the performance factor. The fair value is amortized on a siraight-line basis, net of
estimated forfeitures over the requisite service period. Each PSU is a restricted stock instrument that is subject to additional
conditions and constitutes a contingent and unsecured promise by the Company to pay up to two shares of the
Company’s common stock on the conversion date for the PSU contingent on the number of PSU shares fo be issued. PSUs
have a performance period of two years and a vesting period of three years. The requisite service period of an award,
having both performance and service conditions, is the longest of the explicit, implicit and derived service periods.

As of November 30, 2011, there was $19.1 million of total unrecognized compensotion cost related fo non-vested
PSUs. The cost is expected to be recognized over a total period of 2.09 years and a weighted-average period of 1.9
years.

Option awards are granted with an exercise price equal to the fair market value of one share of the Company’s
common stock at the date of grant; these types of awards expire ten years from the grant date and may be subject to
restrictions on transfer, vesting requirements, which are set at the discretion of the Compensation Committee of the
Company’s Board of Directors, or cancellation under specified circumstances. Stock awards also may be subject to similar
restrictions determined at the time of grant under this plan. Certain option and stock awards provide for accelerated
vesﬁ?g if there is a change in control or upon cerfain terminations (as defined in the Omnibus Plan or the award
certificate).

Stock Option Activity. The following table sets forth the activity concerning stock option activity during the year ended
November 30, 2011:

Weighted-
Average
Weighted  Remaining
Average Contractual  Aggregate

Number Exercise =~ Term Intrinsic Value
of Shares Price {inyears)  (in thousands)
Options outstanding at November 30, 2010 ..........cooiiviiiiiiiiieiececee e 3,912,399 $19.49 2.52
GrAPtBAIT] .ottt e —
Exercised (1,182,591)  $18.17
Expired.......cccvennann. e et et e e e re e ae et oot aeee e eaaa (562,346) $24.35
Options outstanding at November 30, 2011 ........c.ooiiiiiiiiciciies e 2,167,462 $18.95 2.14 $11,705
Vested and exercisable at November 30, 20171 ....ooiimiiieeeeeeoee e 2,167,462 $18.95 2.14 $11,705

(1) No stock options have been granted by the Company since its spin-off from Morgan Stanley.

Cash received from the exercise of stock options was $21.5 million and the income tax benefit realized from the
exercise of stock options was $1.2 million for the year ended November 30, 2011,
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The following table summarizes the total intrinsic value of options exercised and total fair value of options vested
(dollars in thousands):

For the Years Ended
November 30,
2011 2010 2009
Intrinsic value of OpHONS EXErCISEO ... ........ou ittt ittt ettt ettt bttt ee ettt sas e $8,500 $ 29 $ 17
Grant date fair value of OPHONS VESIED ............viiiriiieieiierieses ettt e bt eas st ae et ee s s s etes st as e e eaeaeea $ — $844 $4,245

As of November 30, 2011, there was no unrecognized compensation cost related to non-vested stock options granted
under the Company’s Omnibus Plan, as all these options have vested.

The Company utilized the Black-Scholes pricing model to estimate the fair value of each option at its date of grant. The
fair value was amortized on a straight-line basis, net of estimated forfeitures, over the requisite service periods of the
awards, which is generally the vesting period. Use of a valuation model requires management to make certain
assumptions with respect to selected model inputs. Since all options were granted prior to the Company’s spin-off from
Morgan Stanley, the expected option life of stock options and the expected dividend yield of stock were determined
based upon Morgan Stanley’s historical experience. The expected stock price volatility was determined based upon
Morgan Stanley’s historical stock price data over a time period similar to the expected option life. The risk-free interest
rate was based on U.S. Treasury Strips with a remaining term equal to the expected life assumed at the date of grant.

13. Employee Benefit Plans

The Company sponsors the Discover Financial Services Pension Plan, which is a non-contributory defined benefit plan
that is qualified under Section 401(a) of the Internal Revenue Code (the “Qualified Plan”), for eligible employees in the
U.S. The Company also sponsors the Discover Financial Services 401(k) Plan {the “Discover 401(k) Plan”) for its eligible
U.S. employees. However, effective December 31, 2008, the Qualified Plan was amended to discontinue the accrual of
future benefits.

Defined Benefit Pension and Other Postretirement Plans. The Qualified Plan generally provides pension benefits that
are based on each employee’s years of credited service prior o 2009 and on compensation levels specified in the
qualified plan. The Company’s policy is to fund at least the amounts sufficient to meet minimum funding requirements
under the Employee Retirement Income Security Act of 1974 {“ERISA”). The Company also participates in an unfunded
postretirement benefit plan that provides medical and life insurance for eligible U.S. retirees and their dependents.

Net Periodic Benefit Cost. Net periodic benefit cost expensed by the Company included the following components
(dollars in thousands):

Pension Postretirement
For the Years Ended For the Years Ended
November 30, November 30,

2011 2010 2009

2011 2010 2009

Service cost, benefits earned during the period

Inferest cost on projected benefit obligation............c.ccvvunien.
Expected return on plan assets..........cccooeerecririiiiiennnnne
Net amorfization ............cocciiiiiirciireeieer e

................................... $ — 5 —  $ 1,02
................................... 20,886 20,858 20,189
................................... {23,080)  (23,295)  (24,107)
................................... 1,369 1,625 30

— 223 64

$1,083 $1,055 $ 777
1,243 1,386 1,575

(134) (2) {150}

................................... $ (825 $ (589) $ (2,802)

$2,192  $2,439  $2,202
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Accumulated Other Comprehensive Income. As of November 30, 2011, pretax amounts recognized in accumulated
other comprehensive income that have not yet been recognized as components of net periodic benefit cost consist of
(dollars in thousands):

Pension Postretirement

PrIOT SEIVICE CrETit {COSH) ... .vviurieetiee ittt e ce et ee et e e bt et e e s e e es e e eae e et aeenseete e aeeseeans s eas e st e eaeeenteertereeneeeeaaeearbens $ 9,559 $ (756)
INEE {IOSS) GOIN 1.ttt a et a et s e s etk ettt n ettt (196,134) 3,275
TOMAL oottt ettt ettt et ea ettt ettt et et et et e e et e et t e e et e e eaaeereeereeeneeeteeaaeerteeas $(186,575) $2,519

The estimated portion of the prior service (cost) credit and net (loss) gain above that is expected to be recognized as a
component of net periodic benefit cost in 2012 is shown below {dollars in thousands):

Pension  Postretirement

PrOE SEIVICE CTEAit {COSE) ...veviivieeeieeee ittt et et et ea e e et e eeeee et es e en e e e e e eaeereenm et sseeneenseeeeneeasenseaeenanntea $1,053 $(66)
INEE (JOSS) GOIN -ttt ea et es ettt et b et s b e s es s b e e s es e e e E 2o b st et ae A ARttt s s s r et eb ettt en e s (3,636) 40
TOtAL vttt ettt ettt ettt ettt e eateeh et e e e eas et e e ae e eaat et e eaeebeeneeat e e teere e et e et s eanteereeaneeresaaeereeerteannea ${2,583) $(26)

Benefit Obligations and Funded Status. The following table provides a reconciliation of the changes in the benefit
obligation and fair value of plan assets as well as a summary of the Company’s funded status (dollars in thousands):

Pension Postretirement
For the Years Ended For the Years Ended
November 30, November 30,
2011 2010 2011 2010

Reconciliation of benefit obligation:
Benefit obligation at beginning of Year ..............cccceiiuiriiiiiiice e $376,291  $359,167  $21,867 $24,360
SEIVICE COSE ....oieenereteiie e e ettt e e e e e e e e te e e eeese e s et ettt et e e e s e e ae e e e e e ee e et e aeeeeeaeeanaaas — —_ 1,083 1,055
Interest cost ....ovvvnennnnn.. 20,886 20,858 1,243 1,386
Actuarial {Gain) Toss........cverii et 40,362 20,994 2,037 (3,725)
SEHEMENES ...ttt ettt ettt ettt ettt ettt n et e e — (826} — —
Plan amendmentstiiZl ... .. ..ottt ettt — (10,882) 848 —
Benefits p(:lid ................................................................................................................................. (15,722) (13,020) (798) (1,209)
Benefit obligation at end of yearBl..............ccoooioiiiiiiiecee e $421,817  $376,291  $26,280 $21,867
Reconciliation of fair value of plan assets:
Fair value of plan assets at beginning of year ..........coociiiiiiiieeie e $320,988 $305634 $ — $§ —
Actual return On PIan GSSEES .......c.cvititiee ettt et e e 27,946 28,374 — —
Employer contributions ...........c..ooceuiiiieircee sttt — 826 798 1,209
Seftlements ............ e e e e et ee e e e —eeee e —teeeeereeer e ——e e e e eeeeeeee—eteeseresre e e erane — (826) — —
BENEIITS P+ttt ettt ettt s et en s (15,722) (13,020) (798) {1,209)
Fair value of plan assets at end of Year............cciieviniiiciiiieei e $333,212 $320988 $ — 5 -
Funded status (recorded in accrued expenses and other liabilifies)...........cccccoovrveireeerieieiiceecena, $(88,605) $1(55,303) $(26,280) $(21,867)

{1} In2011, SLC wos added as a participating company under the Postretirement Plan and its employees were granted credit for past service for purposes of
refiree medical eligibility.
(2) In 2010, the Quadlified Plan amended the basis used in computing lump sum benefits. The Plan formerly used the rate of interest on 30-year Treasury
securities, which was subsequently changed to the rate of interest based on the corporate bond yield curve.
{3)  As of November 30, 2011, the pension sEaenefit obligation no longer includes an unfunded supp{ementd retirement income plan with 4 remaining
articipants, The consolidated statement of financial condition inc?udes a liability of $67 thousand at November 30, 2011 in accrued expenses and other
ﬁabﬂities related fo this plan.
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Assumptions. The following table presents the assumptions used to determine benefit obligations:

Pension Postretirement
For the Years Ended November 30,  For the Years Ended November 30,
2011 2010 201 2010
DiSCOUNT FOE ..ottt e e et re e e e e e s e eseibeienbene 5.07% 5.64% 5.07% 5.64%

The following table presents the assumptions used to determine net periodic benefit cost:

Pension Postretirement
For the Years Ended November 30, For the Years Ended November 30,
. 2011 2010 2009 2011 2010 2009
Discount rate ........cccviiiiiiiiiii e 5.64% 5.92% 8.08% 5.64% 5.92% 8.08%
Expected long-term rafe of return on plan assets 6.75% 6.75% 6.75% N/A N/A N/A
Rate of future compensation INCreases ...........cocecercrrieriniericinesne e N/A N/A N/A N/A N/A N/A

For the Qualified Plan, the expected long-term rate of return on plan assets was estimated by computing a weighted
average return of the underlying long-term expected returns on the different asset classes, based on the target asset
allocations. Asset class refurn assumptions are created by integrating information on past capital market performance,
current levels of key economic indicators, and the market insights of investment professionals. Individual asset classes are
analyzed as part of a larger system, acknowledging both the interaction between asset classes and the influence of larger
macroeconomic variables such as inflation and economic growth on the entire structure of capital markets. Medium and
long-term economic outlooks for the U.S. and other major industrial economies are forecast in order to understand the
range of possible economic scenarios and evaluate their likelihood. Historical relationships between key economic
variables and asset class performance patterns are analyzed using empirical models. Finally, comprehensive asset class
performance projections are created by blending descriptive asset class characteristics with capital market insight and the
initial economic analyses. The expected long-term return on plan assets is a long-term assumption that generally is
expected to remain the same from one year to the next but is adjusted when there is a significant change in the target
asset allocation, the fees and expenses paid by the plan.

The following table presents assumed health care cost trend rates used to determine the postretirement benefit
obligations:

For the Years Ended November 30,

2011 2010
Hedlth care cost trend rate assumed For next year: ...........cooviiiiiioiiies et
IMEAICAL. .. e ettt ettt ettt ettt ettt e e e e e eaeeeraens 6.90% - 7.60% 7.00% - 7.70%
PrESCIIPHION . ...ttt ettt st ettt e he e e e bt e e naeenaaeenaeenes 8.80% 9.20%
Rate to which the cost trend rate is assumed to decline {ultimate trend rate) 5.00% 5.00%
Year that the rate reaches the ullimate trend rate............coooo it 2027 2027
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Assumed health care cost trend rates can have a significant effect on the amounts reported for the Company’s
postretirement benefit plans. As of November 30, 2011, a one-percentage point change in assumed health care cost
trend rates would have the following effects (dollars in thousands):

One-Percentage  One-Percentage
Point Increase  Point Decrease

Effect on total of service and INtErest COst .........cooumi oottt $ 10 $ (10)
Effect on postretirement benefit OblIGations ............ccccirveeernieiiiiice e $266 $(235)

Qualified Plan Assets. The targeted asset allocation for 2012 by asset class was 35%, 64% and 1% for equity
securities, fixed income securities and other investments, respectively. The actual asset allocation for the Qualified Plan ot
November 30, 2010 was 36% for equity securities, 64% for fixed income securities and 0% for other investments.

The Discover Financial Services Retirement Plan Investment Committee (the “Investment Committee”) determined the
asset allocation targets for the Qualified Plan based on its assessment of business and financial conditions, demographic
and actuarial data, funding characteristics and related risk factors. Other relevant factors, including industry practices
and long-term historical and prospective capital market returns were considered as well.

The Quadlified Plan return objectives provide long-term measures for monitoring the investment performance against
growth in the pension obligations. The overall allocation is expected to help protect the Qualified Plan’s funded status
while generating sufficiently stable real returns (net of inflation) to help cover current and future benefit payments. Total
Qualified Plan portfolio performance is assessed by comparing actual returns a target index consisting of with relevant
benchmarks, such as the by Standard & Poor’s (“S&P”) 500 Index, the Russell 2000 Index, the MSCI EAFE Index, a

custom fixed index, and the U.S. 90-day Treasury bill.

Both the equity and fixed income portions of the asset allocation use a combination of active and passive investment
strategies and different investment styles. The fixed income asset allocation consists of longer duration fixed income
securities in order to help reduce plan exposure to interest rate variation and to better correlate assets with obligations.
The longer duration fixed income allocation is expected to help stabilize plan contributions over the long term.

The asset mix of the Qualified Plan is reviewed by the Investment Committee on a regular basis. When asset class
exposure reaches a minimum or maximum level, an asset allocation review process is initiated and the portfolio is
rebalanced back to target allocation levels, if the Investment Committee deems such action appropriate.

As a fundamental operating principle, any restrictions on the underlying assets apply to a respective derivative
product. This includes percentage allocations and credit quality. The purpose of the use of derivatives is to enhance
investment in the underlying assets, not to circumvent portfolio restrictions.
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Fair Value Measurements. The Qualified Plan’s assets are stated at fair value. Quoted market prices in active markets
are the best evidence of fair value and are used as the basis for the measurement, if available. If a quoted market price is
not available, the estimate of the fair value is based on the best information available in the circumstances. The table
below presents information about the Qualified Plan assets and indicates the level within the fair value hierarchy, as
defined by ASC 820, with which each item is associated. For a description of the fair value hierarchy, see Note 22:

Fair Value Disclosures. {Dollars in thousands):

For the Year Ended November 30, 2011

Net Asset
Level 1 level 2  Level 3 Total Allocation

Assets
Cash and cash equivalents..............cocooiiiiiii et $ 4648 $ — $— $ 4,648 1%
Fixed income securities — U.S. reaSUMES. ........cocueiuieieeriieieeteiieevcecieeeecetiesaeeeveesseaerscaaeaenneas 65,460 — — 65,460 20%
Fixed income securities ~ corporate debt ...........ccoirieiriiiiec e — 158,847 — 158,847 48%
Futures contracts..........eevereeeeoreereeeeeee e 10 — — 10 — %
Registered Investment Company — International equity fund 19,373 — — 19,373 6%
Common Collective Trusts:
International equity FUNd ........c.coiiiriiii e — 17,592 — 17,592 5%
Domestic large cap equity Fund...........cccoiiiiiiii e — 57,353 — 57,353 17%
Domestic small cap equity und..........ccooiriiiiii e — 10,153 — 10,153 3%
TORA GSSEES ...vietiet ittt ettt et et eb et e bt ss et es bbbttt eens 89,491 243,945 — 333,436 100%
Liabilities
FUUPES COMIIOCES . vvvvtiiiee e eeeecectti et e e e e et ae e e e e e e e seesesnaaaseeraeeeeeseesassssssbnessararsaraasesaeans 224 — — 224
TOMAl FABIHES . ettt sttt et es e s s e sae e 224 — — 224 — %
INBE GISSEES ...t e e et ee e e e e e et e e et e e e eseeteee st eeereeeeenreeneeeneaseenenaes $89,267 $243,945  $— $333,212 100%

There were no transfers between Levels 1 and 2 within the fair value hierarchy for the years ended November 30,

2011 and 2010.
For the Year Ended November 30, 2010

Net Asset

level1 level2 level3  Total  Allocation
Long-duration U.S fixed income fund ...........ccooveiiiinieiiiiiiciiic e $ —  $2054695 §$— $205,695 64%
Registered Investment Company — International equity fund .........c.cocooieiiiiiniie 19,400 — — 19,400 6%

Common Collective Trusts: .

International equity FUNd .. ........oiiiii s — 18,062 — 18,062 6%
Domestic large cap equity FURd..........c..ooveuiiiiiieiiecriccc e — 68,624 —_ 68,624 21%
Domestic small cap equity Fund.........cocooiiiieiiii — 9,207 — 9,207 3%
TORI ettt ettt ettt r et et r et et ers et st r et ts b en et easete et ereens $19,400 $301,588 $— $320,988 100%

The investments that are categorized as Level 2 assets primarily consist of fixed income securities, common collective
trusts and a group annuity contract consisting of a domestic equity fund and a stable value product. The common
collective trusts and the domestic equity fund are public invesiment vehicles valued using the Net Asset Value (“NAV”)
provided by the administrator of the fund. The NAV is quoted on a private market that is not active; however, the unit
price is based on underlying investments that are traded on an active market. The fair value of the stable value product is
calculated as the present value of future cash flows.
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Cash Flows. The Company expects to contribute approximately $1.3 million fo its posretirement benefit plans for
2012.

Expected benefit payments associated with the Company’s pension and postretirement benefit plans for the next
five years and in aggregate for the years thereafter are as follows (dollars in thousands):

Pension  Postretirement

20T 2 ettt e bt te e et e —————tet et teesaa — b nbeaetearttn et teetee st oa Nt artrntaeetee sa i antnarreeteesaasaeierrnrerrane $12,514 $ 1,343
20T 3 e et e e e ta———rteaeeea e ——iete e et et e aaa a—ttaattetbtantetrataeateiaiastnataraaeeraeeaa e trarntnetaretaaessarannrnrnasaeaas $12,881 $ 1,494
20T et e e e e ————ee e e e t—a———etaeeteaaeeaettartrat bt e e ——te_aataaesai e —tntrrtetaeeaas e anntnnetsasaeessaesarnrattasaaean $13,411 $ 1,648
D40 1 B T SO R TP UR PP UUREPUIOt $13,820 $ 1,792
2076 et e e ettt e ettt ——eaeeateseee et tb —aaataeeettete ettt b ——aaeaereseteerrttrtare b aeaeaeaererarerans $14,582 $ 1,932
Following five years ther@aer............c.o.ovvciriviiiiee ettt s st a e b et bbb bbb et abarenenns $89,801 $11,968

Discover 401(k) Awards. Under the Discover 401(k) Plan, eligible U.S. employees of the Company receive 401(k)
matching contributions. Effective January 1, 2009, eligible employees also receive fixed employer contributions and, if

eligible, employer transition credit contributions. The prefax expense associated with the 401(k) match for the years
ended November 30, 2011, 2010 and 2009 was $37.5 million, $31.7 million, and $33.7 million, respectively.

14. Common and Preferred Stack

Stock Repurchase Program

On June 15, 2011, our Board of Directors approved a share repurchase program authorizing the repurchase of up to
$1 billion of our outstanding shares of common stock. This share repurchase program expires on June 14, 2013 and may
be terminated at any time. For the year ended November 30, 2011, the Company repurchased 18,025,119 shares for
$425 million.

Senior Preferred Stock and Warrant

On March 13, 2009, the Company issued and sold fo the United States Department of the Treasury (the “U.S.
Treasury”) under the Capital Purchase Program (i) 1,224,558 shares of the Company’s Fixed Rate Cumulative Perpetual
Preferred Stock, Series A {the “senior preferred stock”) and (i) a ten-year warrant fo purchase 20,500,413 shares of the
Company’s common stock, par value $0.01 per share, {the “warrant”) for an aggregate purchase price of
$1.225 billion. Of the aggregate amount of $1.225 billion received, approximately $1.15 billion was atiributable to the
senior preferred stock and approximately $75 million was attributable fo the warrant, based on the relative fair values of
these instruments on the date of issuance. The value of the warrant was initially scheduled to accrete over a period of
five years through a reduction to retained earnings on an effective yield basis.

On April 21, 2010, the Company completed the repurchase of all the outstanding shares of the senior preferred stock
for $1.2 billion, at which time the Company also accelerated the accretion of the remaining discount on the senior
preferred stock of $61 million. On July 7, 2010, the Company repurchased the warrant from the U.S Treasury for
$172 million.

Common Stock Issuance

During the year ended November 30, 2009, the Company raised approximately $534 million in capital through the
issuance of 60,054,055 shares of common stock, par value of $0.01, at a public offering price of $9.25 per share
($8.89 per share, net of underwriter discounts and commissions). This included 6,000,000 shares sold pursuant to the
over-allotment option granted to the underwriters.
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15. Changes in Accumulated Other Comprehensive Income (Loss)

Changes in each component of accumulated other comprehensive income (loss) were as follows (dollars in thousands):
Net Adjusiments
Unrealized  Related to

Gains Pension and Accumulated
(Losses) Other Post Other
on Retirement Comprehensive
Securities Benefits Derivatives  Income (Loss)
Balance at November 30, 2008 ..................ooooooooooooooooooe oo $(53219)  $ (13,119) $ — $ (66,338)
Net unrealized losses on investment securities, net of tax benefit of $5,594(0...........ccvvvvrnvenne {8,527) — — (8,527)
Pension liability adjustment, net of tax benefit of $46,335[)............ccccoiiiiiinicie — (79,953) — {79,953)
Balance at November 30, 2009 .............ccooi oo e (61,746) (93,072) — (154,818)
Adoption of ASC 810 (FASB Statement No. 167), net of tax expense of $46,470 .................... 78,561 — — 78,561
Net unrealized losses on investment securities, net of tax benefit of $2,4930).........oocvivivinnn. (4,213) — — (4,213)
Net unrealized gain reversed upon the liquidation of an investment security, net of tax benefit of
S277A00 oo oo ee e e ee oo (4,681) — — (4,681)
Pension liability adjustment, net of tax(2! — 78 — 78
Unredlized gains on cash flow hedges, net of tax expense of $1,49713)................cceriiiii. — — 2,525 2,525
Balance at November 30, 2010 ............oooiiiiiiiiiiii et er e s et ea 7,921 (92,994) 2,525 (82,548)
Net unrealized gains on investment securities, net of tax expense of $28,315M ..........cccceuvuenene 46,967 — — 46,967
Pension liability adjustment, net of tax benefit of $12,465[@............ccccoceveviiiinninrerienen. — (20,578) — {20,578)
Unrealized gains on cash flow hedges, net of tax expense of $2,7010)............ccccvererrevrerennes — — 4,480 4,480
Balance at November 30, 20TT ...........cooiiiiiiiiiiiiieeecieee et resete e snt e eraaeeneenaeans $ 54,888 ${(113,572) $7,005 $ (51,679)

(1) Represents the difference between the fair value and amortized cost of available-for-sale investment securities. _

(2)  Reflects adjustments fo the funded status of pension and postrefirement plans, which is the difference between the fair value of the plan assets and the
projected benefit obligation.

(3)  Represents unrealized gains {losses) related fo effective portion of cash flow hedges.

16. Other Income and Other Expense
Income from fee products includes the following components (dollars in thousands):

For the Years Ended
November 30,
2011 20100 2009
PAyment ProfECHON ......cc.iiuiiiiiiiiiiii e s e e e s $241,334 $234,158 $125,621
Identity theft protechon ......................................................................................... 101,709 99,873 92,557
OHNET FEE PrOTUCES ..ottt ettt sttt ettt ae et e b e s bbbt eheaeaseaenteeebebarbesetent e ssanesessesssnesane 85,150 78,466 76,888
TOl B8 PrOTUCES «...eeevveieirieteteuieie ettt ettt b et bbbttt b b ebeb e b e b et e sestase bk bessetabasesaesenennns $428,193  $412,497 $295,066

(1} The amounts at November 30, 2011 and 2010 include income from securitized loans as a result of the consolidation of the securitization trusts upon
adoption of Statement No. 167 on December 1, 2009. See Note 2: Change in Accounting Principle for more information.

Total other income includes the following components (dollars in thousands):

For the Years Ended
November 30,
2011 2010 2009

Royalty and leensee revenUE ........c.c.cuiiriiiiiiieie ettt e et e b et $ 72,003 $70,645 $ 72,636
Transifion Service QGreeMENT FEBVENUE ...........coiiuiirriiiinirinri et rnretnnt e en e nate e s e e s s e et s eneeesarsesneeesreneennraesmnreenanses 26,588 — —
Gain from sales oF MErchAnt COMIIACES. ..........coiviitiiiicticee ettt et ee et ettt e ettt e vt esas st s eaeenbseesanseeaeanes 10,526 13,688 17,511
Adjustments related fo loans sold and held for sale...........c.oevriiiiiiriiii e 4,675  (23,307) —
OB INCOME ... ettt e ettt e e st e e et e esateeeae s e tsessaseesnsesssaesaentseeseessasssseaseenssesnsseaenseesaraeaanns 48,644 28,782 48,655

TOMl OHREI INCOME ettt et et e et et e as e b e eets et aetseent et st aessesessateesstonaaessssasasnsasnesaneeneaes $162,436 $89,808 $138,802
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Total other expense includes the following components (dollars in thousands):

For the Years Ended November 30,

2011 2010 2009
POSHOGE. ...ttt ettt e sttt e et et e e e s et et ettt bt e £ e e ab ekt b £ Rt e E et eateh e e te b ee b nhe et £ et et en e st et e n e et eteeenennenes $ 82,441 $ 82951 §$ 92914
FRAUA JOSSES ..ottt et ettt e et e et e e et e et e e e e et e e e nane e e e 72,197 43,948 58,383
SUPPNIES vevee s eeeeeese e eeeeseee e e eeee et eeeee st e ereneee et e 22686 19852 23313
Credit related inquiry fees... 16,631 14,218 16,923
OREI @XPENSE .........eeeeeeeceeee ettt ee et e e et e e et e et e et et e s e e e e s et et ea s e s es e e e s e e s et e e eae et ent et e et ern et et et er e e venen 145,238 84,928 142,300
Tl OHNEE EXPENSE ...vvieivieiiies et ies ettt et be ettt bttt see b e bes bbb eseae st e st s e b esnab b s esaes s nte st s asasanns $339,193  $245,897 $333,833

17. Income Taxes

Income tax expense consisted of the following (dollars in thousands):

For the Year Ended November 30,

2011 2010 2009
Current:
US. federal ..o . s v $ 931,207 $320,739 $759,683
U.S. state and local . 117,526 68,313 143,610
INEEINGHONG ... ettt et et ettt e et e e e 3,790 2,438 3,415
TOMAL e et e et ettt ettt et n ettt e et e eaeeraneans 1,052,523 391,490 906,708
Deferred:
ULS. B8ArTl ... e e ettt et ettt rer e aans 227,912 107,720 (50,110)
ULS. SEAIE QA IOCAN ..o et et ettt 4,094 4,861 (11,612)
INEEINITHONGA ... v ettt ettt et e e ettt e e e ee et e ettt v e s e e et e e e et vt e sen e e e b e eneenrne s 7 — {273)
Total OO O DTSSR OP OO PP ORI ROTN 232,013 112,581 (61,995)
INCOME HOX EXPEMSE «..c.vviirieetiiateeteateritaatessasaeeseeseeseeseasnaasasssaseasee s s embessssressssmsenbaneeseessaesaenseneesaeseeneaneeras $1,284,536 $504,071 $844,713

The following table reconciles the Company’s effective tax rate to the U.S. federal statutory income tax rate:

For the Year Ended November 30,

2011 2010 2009
U.S. federal Statutory INCOME TX MO .......cvueuiriiirrisiceier et sttt tssntan ettt s et esases et ansnanss e s enes e e ranenanas 35.0% 35.0% 35.0%
U.S. state and local income taxes and other income faxes, net of U.S. federal income tax benefits ..............cccoovevreenee. 2.4 4.1 4.1
Valuation allowance - capital loss.................. . (0.6} — 1.1
OHREI ettt ettt et b et e s et e reeraeab e s es b et e nt e te et e eene b e s e et e ereeas et ar e st e s sraene et enaan {0.2) 0.6 (0.4)
Effective INCOME HOX FOTE....ve.iuvvisceiieteit ettt etcem st ee ettt et ettt es e s sas et et erese s s st eas s s ete s et eaensesabess e enans 36.6% 39.7% 39.8%
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Deferred income taxes reflect the net tax effects of temporary differences between the financial reporting and tax bases
of assets and liabilities and are measured using the enacted tax rates and laws that will be in effect when such differences
are expected to reverse. Valuation allowances are provided to reduce deferred tax assets to an amount that is more likely
than not to be realized. The Company evaluates the likelihood of realizing its deferred tax assets by estimating sources of
future taxable income and the impact of tax planning strategies. Significant components of the Company’s net deferred
income taxes, which are included in other assets in the consolidated statements of financial condition, were as follows
(dollars in thousands):

November 30,
2011 2010

Deferred tax assets: v
AlloWanCe FOr Joan [05SES ...t ettt s et r et es ettt e et eneen e e e enea $ 829,336  $1,264,069

Compensation and benefits 90,028 67,263
Customer fees and rewards 323,660 126,197
State income taxes ............... 62,131 75,503
R ettt e et e— e e et e ettt e itee o —eeatt e ettt e e ———ee e tee ettt e e e e e et eeaate st e eaaaeeentaeiteeanee 82,080 76,030
Total deferred tax assets before valuation QllowanCe ............cc.ooviiiiiiiiii e 1,387,235 1,609,062
ValUGHON QIIOWANEE ...ttt ettt ettt e et e et e e e teeteetb et et e eteereereenseseteeteersaneensentesesessanean — (22,876)

Total deferred tax assets (net of valuation allowance)
Deferred tax liabilities:

1,387,235 1,586,186

Depreciation and SofWare GMOFHZANON ..........c.v.tiriiueieieieiteinieesee sttt sttt bt ee et ete e bbb s bt easesesesesnesesensesenns (61,138) (41,550)
UNBAIMEA INCOME ... .ttt et e et ee e et e ereeeneeeee e ee e e e enseeaeeenesemaessaesemessanseneesansentesaseestesaseestesenesessaeenmesanns (40,018) (33,386}
ORI ettt e e e et e et a e e bt e ettt e e s ettt e e e e e et b e e e e et et s an—neeae et eeeear—aeeeraareaanirtaen (68,149) (42,045)

......................................................................................................................................... (169,305) (116,981)
Nt dEfErrad TOX GSSEES. ... vttt et e e e e e e e ee e e et et e e e e et e e e e et e s e et e st e et e sae e resaeeeaeeeeeeenenans $1,217,930  $1,469,205

Included in other deferred tax assefs at November 30, 2011, is a $62.6 million capital loss carryforward for U.S.
federal income tax purposes with a tax benefit of $21.9 million that expires in 2013 and capital loss carryforwards for
state purposes with a tax benefit of $1.0 million that expire between 2013 and 2023. These deferred tax assets were
created in connection with the sale of the Goldfish business in March 2008. In 2009, the Company concluded there was
no prudent or feasible tax planning strategy that would allow it to realize the benefits of substantially all the federal and
state capital losses within the carryforward period. As a result, in 2009 the Company recorded a full valuation allowance
against these deferred tax assets. In 2011, the Company released the valuation allowance previously recorded as a tax
benefit arising from the sale of the Goldfish business unit since a viable tax planning strategy has been identified that will
allow the Company to utilize the Goldfish capital loss.

A reconciliation of beginning and ending unrecognized tax benefits is as follows (dollars in thousands):

For the Years Ended November 30,

2011 2010 2009

Balance at beginning of Period ..ot $373,255 $305,721  $285,619
Additions:

Current year faxX POSIIONS ..........ccuiiiiiiiiii ittt st e s s a e sb s b e san e e e et 73,941 10,016 41,943

Prior year taX POSIHIONS .......oiiuiiiiiiiieci e e 154,007 134,420 32,089
Reductions: '

PriOr YEOI FOX POSTHONS ...c.e.eeiiieeiiieeeiit ettt ettt et e et et et e sttt e sabeeeesaeeste e etaeesetaesatsenannaneaneennneeans (83,289) (68,843} (19,719}

Setlements with taxing authorities (9,129} (6,786) {32,508)

Expired statute of IMITOHONS .......c.eiueiieieietret ettt et ettt es b ens e b st sensesannan (1,881) {1,273) (1,703)

Balance at @nd of Periodi!) ...........coiuiieiiieeeee e ettt ba bbbt $506,904  $373,255 $305,721

(1) AtNovember 30, 2011, 2010 and 2009, amounts included $97.1 million, $100.2 million and $81.9 million, respectively, of unrecognized tax benefits,
which, if recognized, would favorably affect the effective tax rate.
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The Company recognizes accrued inferest and pendlties related to unrecognized tax benefits as a component of
income tax expense, consistent with its policy prior to the adoption of FASB Interpretation No. 48, codified as ASC
740-10-25. Interest and pendilties related to unrecognized tax benefits increased by $10.6 million to $78.9 million for
the year ended November 30, 2011 as compared to the year ended November 30, 2010 and increased by $29.8
million to $68.3 million for the year ended November 30, 2010 as compared to the year ended November 30, 2009.
The changes primarily relate fo the revaluation of existing federal and state taxes.

The Company is under continuous examination by the IRS and the tax authorities for various states. The tax years
under examination vary by jurisdiction; for example, the current IRS examination covers 1999 through the short period
June 30, 2007 when Discover was a subsidiary of Morgan Stanley. The Company has been notified by the IRS that the
years 2008 through 2010, which are after Discover spun off from Morgan Stanley, are going to be audited. The
Company regularly assesses the likelihood of additional assessments in each of the taxing jurisdictions resulting from
these and subsequent years’ examinations. As part of its audit of 1999 through 2005, the IRS has proposed additional
tax assessments. In August 2010, the Company filed an appeal with the IRS to protest the proposed adjustments. The
Company does not anticipate that a resolution of this matter will occur within the next twelve months as it is in the
preliminary stage. Due to uncertainty of the outcome of the appeal, the Company is unable to determine if the total
amount of unrecognized tax benefits will significantly increase or decrease within the next twelve months. However, the
Company believes that its reserve is sufficient to cover any penalties and interest that would result in an increase in
federal taxes due.

18. Earnings Per Share
The following table presents the calculation of basic and diluted EPS (in thousands, except per share amounts):

For the Year Ended November 30,

2011 2010 2009
Numerator:
INEE ITICOME 1.ttt ettt e et e et e et e e e e e e e et e ettt eeaae e e ereeeea s e e eanteeate s st e e et e e eaenan $2,226,708 $764,788  $1,276,185
Preferred stock divIdEnds ......c...o.ve oo e — (23,811) (43,880)
Preferred SEOCK GCCIEION ... ..ot ettt ee e et r e e et e et e et e nae e et e et eeeeese e eeneeaean — (66,492) (9,375)
Net income available 10 commMon SIOCkROIAETS ...........oei et 2,226,708 674,485 1,222,930
Income allocated to PAMCIPANG SECUIHES .. ... .. c.eeeeeeeeieiete ettt es s b b asenas (24,949) {6,547) (15,965) -
Net income allocated to common stockholders ............ccocoiiiiiiiiiiec e $2,201,759  $667,938  $1,206,965
Denominator:
Weighted average shares of common stock outstanding ............covueueuiiniiicriini et 541,813 544,058 504,550
Effect of difutive common stock equUIVAENts .............oviiuiiiiicr e 813 4,702 3,357
Weighted average shares of common stock outstanding and common stock equivalents ...............cococeriieecnies 542,626 548,760 507,907
Basic €amnings Per ShAMe ........c.o.iviiirieie e ettt ettt bbbttt b s neress $ 406 $§ 123 § 2.39
Diluted €arnings Per share ... ......o.cii ettt st sa ettt b e et es st a st eeaerens $ 406 $ 122 § 2.38

The following securities were considered anti-dilutive and therefore were excluded from the denominator in the
computation of diluted EPS (shares in thousands):

For the Year Ended November 30,

2011 2010 2009

UNexercised SIOCK OPHONS ..., ..o ittt ettt et nee s 367 3,398 4,385
Unexercised restricted SI0Ck UNIES.........c.ivorimieiiroiie ettt s eb e s es et enenaes — — 32
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19. Capital Adequacy

The Company is subject fo capital adequacy guidelines of the Federal Reserve, and Discover Bank (the “Bank”), the
Company’s main banking subsidiary, is subject fo various regulatory capital requirements as administered by the Federal
Deposit Insurance Corporation (the “FDIC”). Failure to meet minimum capital requirements can result in the initiation of
certain mandatory and possibly additional discretionary actions by regulators that, if undertaken, could have a direct
material effect on the financial position and results of the Company and the Bank. Under capital adequacy guidelines and
the regulatory framework for prompt corrective action, the Company and the Bank must meet specific capital guidelines
that involve quantitative measures of assets, liabilities, and certain off-balance sheet items, as calculated under regulatory
accounting practices. Capital amounts and classification are also subject to qualitative judgments by the regulators about
components, risk weightings and other factors.

Quantitative measures established by regulation to ensure capital adequacy require the Company and the Bank to
maintain minimum amounts and ratios (as defined in the regulations) of total risk-based capital and Tier 1 capital to risk-
weighted assets, and of Tier 1 capital to average assets. As of November 30, 2011, the Company and the Bank met all
capital adequacy requirements to which they were subject.

Under regulatory capital requirements, the Company and the Bank must maintain minimum levels of capital that are
dependent upon the risk-weighted amount or average level of the financial institution’s assets, specifically (a) 8% to 10%
of total risk-based capital to risk-weighted assets (“total risk-based capital ratio”), {b) 4% to 6% of Tier 1 capital to risk-
weighted assets (“Tier 1 risk-based capital ratio”) and (c) 4% to 5% of Tier 1 capital to average assets (“Tier 1 leverage
ratio”). To be categorized as “well-capitalized,” the Company and the Bank must maintain minimum total risk-based,
Tier 1 risk-based, and Tier 1 leverage ratios as set forth in the table below. As of November 30, 2011, the Company and
the Bank met the requirements for well-capitalized status and there have been no conditions or events that management
believes have changed the Company’s or the Bank’s category.

The following table shows the actual capital amounts and ratios of the Company and the Bank as of November 30,
2011 and November 30, 2010 and comparisons of each to the regulatory minimum and “well-capitalized” requirements
(dollars in thousands):

Minimum Capital Capital Requirements To Be
Actual Requirements Classified as Well-Capitalized
Amount  Ratio  Amount Ratio  Amount Ratio

November 30, 2011
Total capital (to risk-weighted assets)

Discover Financial Services $9.808,660 16.5% $4,764,887 > 8.0% $5,956,109 > 10.0%

DISCOVET BANK.. ...t ettt $8,671,391  14.8% $4,693,645 > 8.0% $5,867,056 > 10.0%
Tier 1 capital {fo risk-weighted assets)

Discover Financial SErvICes ..........couiiviviiiiieiiie e $7,850,451 13.2% $2,382,444 > A0% $3,573,665 > 6.0%

DISCOVEE BANK.....eeevi e $6,724,176  11.5% $2,346,822 > 4.0% $3,520,234 > 6.0%
Tier 1 capital {to average assets)

Discover Financial SEVICes ..........cooviiiiiiiiiecee e e $7,850,451  11.5% $2,729,480 > 4.0% $3,411,851 > 5.0%

Discover BANK.......oveeieie e e $6,724,176 10.0% $2,690,135 = 4.0% $3,362,668 > 5.0%
November 30, 2010
Total capital {to risk-weighted assets) ‘

Discover Financial SErvICes ..........covveiviiiiiieeieieeceieeeee e $7,946,619 15.9% $3,989,689 > 8.0% $4,987,111 > 10.0%

DiscOVEr BANK. .. ..o $7,817,205 15.9% $3,923,344 > 8.0% $4,904,180 > 10.0%
Tier 1 capital (to risk-weighted assets}

Discover Financial Services $6,095,000 12.2% $1,994,844 > 4.0% $2,992,266 > 6.0%

DISCOVEr BANK. .. ..o $5,975,824 12.2% $1,961,672 = 4.0% $2,942,508 > 6.0%
Tier 1 capital (to average assets}

Discover Financial Services ...........ccoovveecieeciiieieeeeeeeiee e $6,095,000 9.9% $2,464,324 > 4.0% $3,080,406 > 5.0%

Discover BAnK........c..iioueeieiie e $5,975,824 9.8% $2,431,610 > 4.0% $3,039,512 > 5.0%
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The amount of dividends that a bank may pay in any year is subject fo certain regulatory restrictions. Under the current

banking regulations, a bank may not pay dividends if such a payment would leave the bank inadequately capitalized. In
the years ended November 30, 2011 and 2010 Discover Bank paid dividends of $1.4 billion and $125 million
respectively, to the Company. There were no dividends paid by Discover Bank in 2009.

20. Commitments, Contingencies and Guarantees

Lease commitments. The Company leases various office space and equipment under capital and non-cancelable
operating leases which expire at various dates through 2022. At November 30, 2011, future minimum payments on
leases with original terms in excess of one year consist of the following (dollars in thousands):

Capitalized Operating

Leases Leases

.01 O O OSSO USSP PRSPt $ 508 $10,025
(0 1 TR T OO OO OOT Ot 508 9,594
DOV e ettt b aeieeeeeeeeeeeeaieieaeeeaete et ar ey h et e ae e s e e e et et tet e n et SRR 508 8,307
L0 ) I TS TO T O U O OO PSP OO PP PPPPORPPRY 489 7,312
20T 6 et ——eeeaa— e reteie e e ettat e te et e e et e sttt s et e e et et aaani——a. 179 7,105
TREIEARET .. ettt e ettt e e ettt e et e et att e tteaaate e heeeheeahteeante e nb e et e eneeeenb e e e baesesnseerateens — 15,216
Total MINIMUM [€0SE PAYMENTS .....e.eveviteaiietiiierietea ittt ettt b ettt bs b es e s s et eb s 2,192 $57,559
Less: AMount representing INTErESt..........iviiiiiiit it 205

Present value of net minimum E0Se PayMENts. ............oueerir ittt bbb $1,987

Occupancy lease agreements, in addition fo base rentals, generally provide for rent and operating expense escalations
resulting from increased assessments for real estate taxes and other charges. Total rent expense under operating lease
agreements, which considers contractual escalations, was $16.2 million, $14.2 million and $15.0 million for the years
ended November 30, 2011, 2010 and 2009, respectively.

Unused commitments to extend credit. At November 30, 2011, the Company had unused commitments to extend credit
for consumer loans and commercial loans of approximately $163 billion. Such commitments arise primarily from
agreements with customers for unused lines of credit on certain credit cards and cerfain other consumer loan products,
provided there is no violation of conditions in the related agreement. These commitments, substantially all of which the
Company can terminate at any time and which do not necessarily represent future cash requirements, are periodically
reviewed based on account usage, customer creditworthiness and loan qualification.

Commitments to purchase private student loans. Prior fo its acquisition by Discover Bank on December 31, 2010, SLC
had an agreement with Citibank providing for the origination and servicing of private student loans. Citibank would
originate and fund such loans and, dfter final disbursement, SLC would purchase the loans from Citibank. This agreement
between SLC and Citibank was terminated on December 31, 2010, at which time Discover Bank entered into an
agreement with Citibank to purchase (i) eligible private student loans originated by Citibank prior to December 31, 2010
and (i) any private student loans originated by Citibank on or after December 31, 2010 under a new loan origination
agreement entered into between Citibank and SLC on December 31, 2010. Discover Bank has agreed to purchase the
loans at the funded amount {plus accrued interest and less any capitalized fees for any loans first funded prior to
December 31, 2010) and, for any loans first funded by Citibank on December 31, 2010 or later, pay a premium equal
to 0.125%. Discover Bank completed the first purchase of loan participations under this agreement on January 3, 2011.
The agreement has been amended to extend to December 31, 2012, and was effective upon the closing of Discover
Bank’s purchase of private student loans from Citibank on September 30, 2011. Although the agreement does not set
forth a minimum or maximum amount of loans to be purchased, Discover Bank must purchase all eligible loans originated
by Citibank, which the Company estimates to be $1.0 billion to $1.5 billion over the life of the agreement, as amended.
As of November 30, 2011, Discover Bank had an outstanding commitment to purchase $170 million of loans under this
agreement.
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Secured Borrowing Representations and Warranties. As part of the Company’s financing activities, the Company
provides representations and warranties that certain assets pledged as collateral in secured borrowing arrangements
conform to specified guidelines. Due diligence is performed by the Company which is intended to ensure that asset
guideline qualifications are met. If the assets pledged as collateral do not meet certain conforming guidelines, the
Company may be required fo replace, repurchase or sell such assets. In its credit card securitization activities, the
Company would replace nonconforming receivables through the allocation of excess seller’s interest or from additional
transfers from the unrestricted pool of receivables. If the Company could not add enough receivables to satisfy the
requirement, an early amortization (or repayment) of investors’ interests would be triggered. In its student loan
securifizations, the Company would generally repurchase the loans from the frust at the outstanding principal amount plus
interest.

The maximum potential amount of future payments the Company could be required to make would be equal to the
current outstanding balances of third-party investor interests in credit card asset-backed securities plus the principal
amount of any other outstanding secured borrowings. The Company has recorded substantially all of the maximum
potential amount of future payments in long-term borrowings on the Company’s statement of financial condition. The
Company has not recorded any incremental contingent liability associated with its secured borrowing representations and
warranties. Management believes that the probability of having to replace, repurchase or sell assets pledged as collateral
under secured borrowing arrangements, including an early amortization event, is low.

Guarantees. The Company has obligations under certain guarantee arrangements, including contracts and
indemnification agreements, which contingently require the Company to make payments to the guaranteed party based
on changes in an underlying asset, liability or equity security of a guaranteed party, rate or index. Also included as
guarantees are contracts that contingently require the Company to make payments to a guaranteed party based on
another entity’s failure to perform under an agreement. The Company’s use of guarantees is disclosed below by type of
guarantee.

Counterparty Settlement Guarantees. Diners Club and DFS Services LLC, on behalf of PULSE, have various counterparty
exposures, which are listed below.

* Merchant Guarantee. Diners Club has entered into contractual relationships with certain international merchants,
which generally include travel-related businesses, for the benefit of all Diners Club licensees. The licensees hold the
primary liability to settle the transactions of their customers with these merchants. However, Diners Club retains a
counterparty exposure if a licensee fails to meet its financial payment obligation to one of these merchants.

* ATM Guarantee. PULSE entered info contractual relationships with certain international ATM acquirers in which DFS
Services LLC retains counterparty exposure if an issuer fails to fulfill its setlement obligation.

The maximum potential amount of future payments related to such contingent oblig ations is dependent upon the
transaction volume processed between the fime a counterparty defaults on its setflement and the time at which the
Company disables the setflement of any further transactions for the defaulting party, which could be up to one month
depending on the type of guarantee/counterparty. However, there is no limitation on the maximum amount the Company
may be liable to pay. The actual amount of the potential exposure cannot be quantified as the Company cannot
determine whether particular counterparties will fail to meet their setlement obligations. While the Company has some
contractual remedies to offset these counterparty setflement exposures (such as letters of credit or pledged deposits), in the
event that all licensees and/or issuers were to become unable fo settle their transactions, the Company estimates its
maximum potential counterparty exposures to these seftlement guarantees, based on historical transaction volume of up to
one month, would be as follows:

November 30,
2011
Diners Club:
Merchant guarantee {in MIllIONS) ...........ceiviiiiiiiii s $ 255
PULSE:
ATM guarantee (in thouSANS) ..........c.cuiiiiiiiiiiiee et $1,077
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With regard to the counterparty setflement guarantees discussed above, the Company believes that the estimated
amounts of maximum potential future payments are not representative of the Company’s actual potential loss exposure
given Diners Club’s and PULSE’s insignificant historical losses from these counterparty exposures. As of
November 30, 2011, the Company had not recorded any contingent liability in the consolidated financial statements for
thTse counterparty exposures, and management believes that the probability of any payments under these arrangements
is low.

The Company also retains counterparty exposure for the obligations of Diners Club licensees that participate in the
Citishare network, an electronic funds processing network. Through the Citishare network, Diners Club customers are able
fo access certain ATMs directly connected to the Citishare network. The Company’s maximum potential future payment
under this counterparty exposure is limited to $15 million, subject to annual adjustment based on actual transaction
experience. However, as of November 30, 2011, the Company had not recorded any contingent liability in the
consolidated financial statements related to this counterparty exposure, and management believes that the probability of
any payments under this arrangement is low.

Merchant Chargeback Guarantees. The Company issues and permits third parties to issue payment cards and owns
and operates the Discover Network. The Company is contingently liable for certain transactions processed on the
Discover Network in the event of a dispute between the payment card customer and a merchant. The contingent liability
arises if the disputed transaction involves a merchant or merchant acquirer with whom the Discover Network has a direct
relationship. If a dispute is resolved in the customer’s favor, the Discover Network will credit or refund the disputed
amount to the Discover Network card issuer, who in turn credits its customer’s account. The Discover Network will then
charge back the disputed amount of the payment card transaction to the merchant or merchant acquirer, where permitted
by the applicable agreement, to seek recovery of amounts already paid to the merchant for payment card transactions. If
the Discover Network is unable to collect the amount subject to dispute from the merchant or merchant acquirer (e.g., in
the event of merchant default or dissolution) or after expiration of the time period for chargebacks in the applicable
agreement, the Discover Network will bear the loss for the amount credited or refunded fo the customer. In most
instances, a loss by the Discover Network is unlikely fo arise in connection with payments on card transactions because
most products or services are delivered when purchased, and credits are issued by merchants on returned items in a
timely fashion, thus minimizing the likelihood of cardholder disputes with respect to amounts paid by the Discover
Network. However, where the product or service is not scheduled to be provided to the customer until a later date
following the purchase, the likelihood of a contingent payment obligation by the Discover Network increases.

The maximum potential amount of obligations of the Discover Network arising as a result of such contingent
obligations is estimated to be the portion of the total Discover Network transaction volume processed to date for which
timely and valid disputes may be raised under applicable law and relevant issuer and customer agreements. There is no
limitation on the maximum amount the Company may be liable to pay to issuers. However, the Company believes that
such amount is not representative of the Company’s actual potential loss exposure based on the Company’s historical
experience. The actual amount of the potential exposure cannot be quantified as the Company cannot determine whether
the current or cumulative transaction volumes may include or result in disputed transactions.

The table below summarizes certain information regarding merchant chargebacks guarantees:

For the Year Ended
November 30,
2011 2010 2009
Losses related to merchant chargebacks (in thousands) ...t $ 1,585 § 2331 $ 5836

Aggregate sales transaction volume (in millions) ..o $108,225 $99,838 $93,257

{1)  Represents period Iransactions processed on the Discover Network fo which a potential liability exists which, in aggregate, can differ from credit card sales
volume.

The Company has not recorded any contingent liability in the consolidated financial statements for merchant

chargeback guarantees on November 30, 2011 and November 30, 2010. The Company mitigates the risk of potential
loss exposure by withholding settlement from merchants, obtaining third party guarantees, or obtaining escrow deposits
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or letters of credit from certain merchant acquirers or merchants that are considered higher risk due to various factors
such as time delays in the delivery of products or services. The table below provides information regarding seftlement
withholdings and escrow deposits, which are recorded in interest-bearing deposit accounts, and accrued expenses and
other liabilities on the Company’s consolidated statements of financial condition {dollars in thousands):

November 30, November 30,
2011 2010

Settlement withholdings and escrow deposits ............cceviririiirieiiniir et $24,297 $30,483

21. Litigation and Regulatory Matters

In the normal course of business, from time to time, the Company has been named as a defendant in various legal
actions, including arbitrations, class actions, and other litigation, arising in connection with its activities. Certain of the
actual or threatened legal actions include claims for substantial compensatory and/or punitive damages or claims for
indeterminate amounts of damages. The Company contests liability and/or the amount of damages as appropriate in
each pending matter. In accordance with applicable accounting guidance, the Company establishes an accrued liability
for legal and regulatory matters when those matters present loss contingencies which are both probable and estimable. In
such cases, there may be an exposure to loss in excess of any amounts accrued. The Company believes the estimate of
the aggregate range of reasonably possible losses (meaning those losses the likelihood of which is more than remote but
less than likely) in excess of the amounts that the Company has accrued for legal and regulatory proceedings is up to
$100 million. This estimated range of reasonably possible losses is based upon currently available information for those
proceedings in which the Company is involved, takes into account the Company’s best estimate of such losses for those
matters for which an estimate can be made, and does not represent the Company’s maximum potential loss exposure.
Various aspects of the legal proceedings underlying the estimated range will change from time to time and actual results
may vary significantly from the estimate. Moreover, the Company has been notified of a threatened enforcement action
brought by the FDIC and the Consumer Financial Protection Bureau (“CFPB”) discussed below. As to that matter, which is
not included in the estimate discussed above, the Company is not able to estimate a reasonably possible range of losses
given that, among other factors, the CFPB is a new agency for which no precedent has been established for enforcement
matters. The exposure to loss for this matter could materially exceed the estimate discussed above, which could have a
material adverse impact on the Company’s near-term net income; however, the Company does not believe it would have
a material adverse impact on the Company’s consolidated capital position.

The Company’s estimated range above involves significant judgment, given the varying stages of the proceedings, the
existence of numerous yet to be resolved issues, the breadth of the claims (often spanning multiple years and, in some
cases, a wide range of business activities), unspecified damages and/or the novelty of the legal issues presented. The
outcome of pending matters could be material to the Company’s consolidated financial condition, operating results and
cash flows for a particular future period, depending on, among other things, the level of the Company’s income for such
period, and could adversely affect the Company’s reputation.

The Company has historically relied on the arbitration clause in its cardmember agreements, which has in some
instances limited the costs of, and the Company’s exposure to, litigation, but there can be no assurance that the Company
will continue to be successful in enforcing its arbitration clause in the future. Legal challenges to the enforceability of these
clauses have led most card issuers and may cause the Company to discontinue their use. In addition, there are bills
pending in Congress to directly or indirectly prohibit the use of pre-dispute arbitration clauses and the Reform Act
authorized the CFPB to limit or ban pre-dispute arbitration clauses. Further, the Company is involved in pending legal
actions challenging its arbitration clause.

The Company is also involved, from time to time, in other reviews, investigations and proceedings (both formal and
informal) by governmental agencies regarding the Company’s business including, among other matters, accounting, tax
and operational matters, some of which may result in significant adverse judgments, setlements, fines, penalties,
injunctions, decreases in regulatory ratings or other relief, which could materially impact the Company’s financial
statements, increase its cost of operations, or limit its ability to execute its business strategies and engage in cerfain
business activities. For example, the Company received a notice of proposed assessment from the IRS related to its audit
of the Company’s 1999-2005 tax years as further discussed in Note 17: Income Taxes.
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In addition, as previously disclosed, the FDIC has been reviewing Discover Bank’s marketing practices with respect fo
its fee-based products, including its payment protection fee product. The FDIC and the CFPB have notified Discover Bank
that they plan to take a joint enforcement action against Discover Bank. Before the FDIC's and the CFPB's review began,
Discover Bank made changes to both its fee-based products and program, and Discover Bank believes its current business
practices substantially address the regulators’ concerns. The enforcement action could include civil monetary pendlties,
significant restitution and additional business practice changes.

There are eight class action cases pending in relation to the sale of the Company’s payment protection fee product. The
cases were filed (all in United States District Courts) on: July 8, 2010 in the Northern District of California (Walker, et al.
v. DFS, Inc. and Discover Bank; subsequently transferred to the Northern District of Illinois); July 16, 2010 in the Central
District of California {Conroy v. Discover Financial Services and Discover Bank); October 22, 2010 in the District of South
Carolina (Alexander v. Discover Financial Services, Inc.; DFS Services LLC; Discover Bank; and Morgan Stanley);
November 5, 2010 in the Northern District of lllinois (Callahan v. Discover Financial Services, Inc. and Discover Bank);
December 17, 2010 in the Western District of Tennessee (Sack v. DFS Services LLC; Discover Financial Services, Inc.; and
Discover Bank); January 14, 2011 in the Eastern District of Pennsylvania (Boyce v. DFS Services LLC; Discover Financial
Services Inc.; Discover Bank); February 15, 2011 in the Southern District of Florida (Triplett v. Discover Financial Services,
Inc., DFS Financial Services LLC, Discover Bank and Morgan Stanley); and March 7, 2011 in the Eastern District of
Pennsylvania (Carter v. Discover Financial Services, Inc., DFS Financial Services LLC, Discover Bank, Morgan Stanley et
al.). All of the cases have been transferred to the U.S. District Court for the Northern District of lllinois pursuant to a mulki-
district litigation order issued by the Joint Panel on Multidistrict Litigation in February 2011. These class actions challenge
the Company’s marketing practices with respect to its payment protection fee product to cardmembers under various state
laws and the Truth in Lending Act. The plaintiffs seek monetary remedies including unspecified damages and restitution,
attorneys’ fees and costs, and various forms of injunctive relief including an order rescinding the payment protection fee
_ product enrollments of all class members. In June 2011, the Company and class counsel entered into a preliminary global
" settlement of all of the pending class actions. On November 9, 2011, the court granted preliminary approval of the
seflement. The settlement encompasses Discover Bank’s sale and administration of Discover Payment Protection, Identity
Theft Protection, Wallet Protection and Credit Score Tracker. The settlement remains subject to final approval by the court
following completion of notice fo the seflement class.

On December 6, 2010, the Attorney General for the State of Minnesota filed a lawsuit against the Company in the
District Court for Hennepin County, Minnesota (Minnesota v. Discover Financial Services, Discover Bank and DFS Services
LLC). The lawsuit challenges the Company’s enrollment of Discover cardmembers in various fee based products under
Minnesota law. The remedies sought in the lawsuit include an injunction prohibiting the Company from engaging in the
alleged violations, restitution for all persons allegedly injured by the complained of practices, civil penalties and costs. On
November 2, 2011, the Company entered info a consent judgment in settlement of this lawsuit.

On August 16, 2011, the Attorney General of West Virginia filed a lawsuit against the Company in the Circuit Court
of Mason County, West Virginia (West Virginia v. Discover Financial Services, Inc., Discover Bank, DFS Services LLC et
al.). The lawsuit asserts various claims related to the Company’s marketing and administration of various fee based
products under West Virginia law. The relief sought in the lawsuit includes an injunction prohibiting the company from
engaging in the alleged violations, restitution and disgorgement of monies received from the complained of practices, civil
penalties and costs. The Company will seek to vigorously defend all claims asserted against it in this matter.

On August 26, 2011, the Attorney General of Missouri issued a request for information to the Company in connection
with an investigation to determine whether the Company has engaged in conduct that violates Missouri law in the
marketing of its payment protection fee product fo its credit card customers. The Company is cooperating with the
Attorney General in the investigation.

On November 30, 2011, a class action lawsuit was filed against the Company by a cardmember in the U.S. District
Court for the Northern District of California {Walter Bradley et al. v. Discover Financial Services). The plaintiff alleges that
the Company contacted him, and members of the class he seeks to represent, on their cellular telephones without their
express consent in violation of the Telephone Consumer Profection Act (“TCPA”). Plaintiff seeks statutory damages for
alleged negligent and willful violations of the TCPA, attorneys’ fees, costs and injunctive relief. The TCPA provides for
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statutory damages of $500 for each violation ($1,500 for willful violations). The Company is not in a position at this time
fo assess the likely outcome or its exposure, if any, with respect to this matter, but will seek to vigorously defend against
all claims asserted by the plaintiff.

22. Fair Yalue Disclosures

The Company is required to disclose the fair value of financial instruments for which it is practical o estimate fair value.
To obtain fair values, observable market prices are used if available. In some instances, observable market prices are not
readily available and fair value is determined using present value or other techniques appropriate for a particular
financial instrument. These techniques involve some degree of judgment and, as a result, are not necessarily indicative of
the amounts the Company would realize in a current market exchange. The use of different assumptions or estimation
techniques may have a material effect on the estimated fair value amounts.

The following table provides the estimated fair values of financial instruments (dollars in thousands):

November 30, 2011 November 30, 2010
Carrying Estimated Carrying Estimated
Value Fair Value Value Fair Valve
Financial Assets
Cash and cash equivalents.............ccoviiiii $ 2,849,843 $ 2,849,843 § 5,098,733 $ 5,098,733
RESHACIEA CASP <.ttt ettt e s e $ 1,285820 $ 1,285820 $ 1,363,758 $ 1,363,758
Other shor-Term INVESIMENTS ........oeviiiieiieeeeeeceeeeteeereeetesreeesesrraensesseebeseseeseesenbesennennes $ — 3 — $§ 375000 §$ 375,000
Investment securities:
AVAILABIEFOr-SAIE ..ot raaeaa e eas $ 6,107,831 $ 6,107,831 $ 5,002,579 $ 5,002,579
HeldHOmmMAIULY ........oeceeteiee ettt s $ 98222 ¢ 96042 § 72816 $§ 70,195
NeH 00N receIVABIES ..ottt ae st e e $55,131,739 $56,132,696 $45,532,295 $45,835,543
Derivative inancial InSHUMENES............ccooiiiiiiii ettt e eaeesre e e e e eene e e $ 63,576 $ 63,576 $ 4995 § 4,995
Financial Liabilities
DIEPOSIHS 1. vttt e bbb st $39,577,462 $40,329,406 $34,413,383 $35,500,526
Short-term bOrOWINGS .......coirieieiiiiieie i $ 50,000 § 50,000 $ — 3 —
Long-term borrowings — owed to securitization investors $15,842,512 $16,229,283 $14,919,400 $15,148,534
Other long-term borrowings.........ccccocrriiiniiiinininnnn. $ 2,444,666 $ 2,642,972 $ 2,786,328 $ 3,118,967
Derivative financial instruments : $ 448 $ 448 §$ 6,594 $ 6,594

Cash and cash equivalents. The carrying value of cash and cash equivalents approximates fair value due 1o the low
level of risk these assets present to the Company as well as the relatively liquid nature of these assets, particularly given
their short maturities.

Restricted cash. The carrying value of restricted cash approximates fair value due to the relatively liquid nature of these
assets, particularly given the short maturifies of the assets in which the restricted cash is invested.

Other short-term investments. The carrying value of other short-term investments approximates fair value due to the low
level of risk these assets present to the Company as well as the relatively liquid nature of these assets, particularly given
their maturities of less than one year.

Available-for-sale investment securities. Investment securities classified as available-for-sale consist of credit card asset-
backed securities issued by other financial institutions, U.S. Treasury and government agency securities, and corporate
debt securities. The fair value for the U.S. Treasury and government agency securities are valued based on quoted market
prices for the same or similar securities. The fair value estimation techniques for the credit card asset-backed securities
issued by other financial institufions and corporate debt securities are discussed below.

Held-to-maturity investment securities. Held-to-maturity investment securities are generally valued based on quoted
market prices for the same or similar securities.
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Net loan receivables. The Company’s loan receivables are comprised of credit card and installment loans, including
the PCl student loans. To estimate the fair value of loan receivables, loans are aggregated into pools of similar loan types,
characteristics and expected repayment terms. The fair values of all loan receivables are estimated by discounting
expected future cash flows using rates at which similar loans could be made under current market conditions.

Derivative financial instruments. The Company’s derivative financial instruments consist of interest rate swaps and
foreign currency forward contracts. The valuation of these instruments is determined using widely accepted valuation
techniques including discounted cash flow analysis on the expected cash flows of each derivative. This analysis reflects the
contractual terms of the derivatives, including the period to maturity, and uses observable market-based inputs, including
interest rate curves and option vo|ati|iiy. The fair values of inferest rate swaps are determined using the market standard
methodology of netting the discounted future fixed cash receipts (or payments) and the discounted expected variable cash
payments (or receipts). The variable cash payments {or receipts) are based on an expectation of future interest rates
(forward curves) derived from observable market inferest rate curves. See Note 23: Derivatives and Hedging Activities for
more information.

Deposits. The carrying values of money market deposits, non-interest bearing deposits, interest-bearing demand
deposits and savings deposits approximate fair value due to the liquid nature of these deposits. For time deposits for
which readily available market rates do not exist, fair values are estimated by discounting expected future cash flows
using market rates currently offered for deposits with similar remaining maturities.

Short-term borrowings. The carrying values of short-term borrowings approximate fair value. Federal Funds purchased
and repurchase agreements are short-term in nature and have maturities of less than one year.

Long-term borrowings — owed to securitization investors. Fair values of long-term borrowings owed to credit card
securitization investors are determined utilizing quoted market prices of the same transactions. Fair values of long-term
borrowings owed fo student loan securitization investors are calculated by discounting cash flows using estimated
assumptions including, among other things, maturity and market discount rates.

Other long-term borrowings. Fair values of other long-term borrowings are determined utilizing current observable
market prices for those transactions, if available. If there are no observable market fransactions, then fair values are
defermined by discounting cash flows of future interest accruals at market rates currently offered for borrowings with
similar credit risks, remaining maturities and repricing ferms.

Assets and Liabilities Measured at Fair Value on a Recurring Basis. ASC 820 defines fair value, establishes a fair
value hierarchy that distinguishes between valuations that are based on observable inputs from those based on
unobservable inputs, and requires certain disclosures about those measurements. In general, fair values defermined by
Level 1 inputs are defined as those that utilize quoted prices (unadjusted) in active markets for identical assets or liabilities
that the Company has the ability to access. Fair values determined by Level 2 inputs are those that utilize inputs other than
quoted prices included in Level 1 that are observable for the asset or liability, either directly or indirectly. Level 2 inputs
include quoted prices for similar assets and liabilities in active or inactive markets, quoted prices for the identical assets in
an inactive market, and inputs other than quoted prices that are observable for the asset or liability, such as interest rates
and yield curves that are observable at commonly quoted intervals. The Company evaluates factors such as the frequency
of transactions, the size of the bid-ask spread and the significance of adjustments made when considering transactions
involving similar assets or liabilifies to assess the relevance of those observed prices. If relevant and observable prices are
available, the fair values of the related assets or liabilities would be classified as Level 2. Fair values determined by Level
3 inputs are those based on unobservable inputs, and include situations where there is little, if any, market activity for the
asset or liability being valued. In instances in which the inputs used to measure fair value may fall into different levels of
the fair value hierarchy, the level in the fair value hierarchy within which the fair value measurement in its entirety is
classified is based on the lowest level input that is significant to the fair value measurement in its entirety. The Company
may utilize both observable and unobservable inputs in determining the fair values of financial instruments classified
within the Level 3 category. The Company’s assessment of the significance of a particular input to the fair value
measurement in its entirety requires judgment, and involves consideration of factors specific to the asset or liability.
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Disclosures concerning assets and liabilities measured at fair value on a recurring basis are as follows (dollars in
thousands):

Quoted Prices in Significant
Active Markets Other Significant
for Identical Observable Unobservable
Assets (Level 1) Inputs (Level 2))  Inputs (Level 3) Total

Balance at November 30, 2011

Assets .
U.S Treasury SECURIHIES ........coveuriuiriurireiniiicieiiresein ettt eb b $2,563,250 $ — $ — $2,563,250
U.S government agency securities 2,795,223 - — 2,795,223
Credit card asset-backed securities of Other ISSUETS.......eovvveeeeeeeeeeeeeeeeeee e, — 299,889 — 299,889
Corporate debt SECURHIES .......cceeierieiiriiriii et — 449,469 — 449,469
Equity seCUMHES ......ooiiiiiiiiiii i — — — -—
Available-for-sale investment SECURtIES. ..........ovvveeor e $5,358,473 $ 749,358 $ — $6,107,831
Derivative financial iNSHUMENES .........o.eeereereeee it eer e $ — $ 63,576 $ — $ 63,576
Liabilities
Derivative financial INSITUMENTS .......ooooeeeee e eene e $ — $ 448 $ — $ 448
Balance at November 30, 2010 :
Assets
U.S Treasury securities..........c......... $1,574,853 $ — $ — $1,574,853
U.S government agency securities 1,888,701 — — 1,888,701
Credit card asset-backed securities of other issuers — 1,031,112 — 1,031,112
Corporate debt SECUMHES ......c.ccvrvereieriirririeietrecreeieetiet st sessen e b esenenas — 507,896 — 507,896
Equity SECUMHIES ..o — — 17 17
Available-for-sale investment SECURHES..............oveciereeeeeeeeeeee e eeveereeene $3,463,554 $1,539,008 $ 17 $5,002,579
Derivative financial instruments ..............ccooioiiiiiiiiccccceeeeeeree s $ — $ 4,995 $ — $ 4,995
Liabilities
Derivative financial instruments ................cccooviieeiiin e $ — $ 6,594 $ — $ 6,594

(1) There were no transfers between Levels 1 and 2 within the fair value hierarchy for the years ended November 30, 2011 and 2010.

At November 30, 2011, amounts reported in credit card asset-backed securities issued by other institutions reflected
senior-rated Class A securities having a par value of $255.2 million and more junior-rated Class B and Class C securities
with par values of $22.0 million and $22.3 million, respectively. The Class A securities had a weighted-average coupon
of 0.78% and a weighted-average remaining maturity of 11.8 months, the Class B, 0.55% and 16.9 months, respectively,
and the Class C, 0.67% and 7.6 months, respectively. The assets underlying these securities are predominantly prime
general-purpose credit card loan receivables. Amounts reported in corporate debt securities reflected AAA-rated
corporate debt obligations issued under the Temporary Liquidity Guarantee Program (“TLGP”) that are guaranteed by the
FDIC with a par value of $445.0 million, a weighted-average coupon of 2.35% and a weighted-average remaining
maturity of 6.2 months.

Regarding the corporate debt obligations issued under TLGP, fair values estimates are derived utilizing a spread
relative to an underlying benchmark curve which reflects the terms and conditions of specific instruments being valued.
Regarding credit card asset-backed securities, the expected cash flow models used to derive fair value estimates utilize
observable market data to the extent available and other valuation inputs such as benchmark yields, reported trades,
broker quotes, issuer spreads, bids and offers, the priority of which may vary based on availability of information.
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The following tables provide changes in the Company’s Level 3 assets and liabilities measured at fair value on a
recurring basis. Net fransfers into and/or out of Level 3 are presented using beginning of the period fair values excluding
purchases and other seftlements.

Changes in Level 3 Assets and Liabilities Measured at Fair Value on a Recurring Basis

(dollars in thousands)

Net Transfers Change in unrealized
Balance at Total Realized Into and/ Balance at gains (losses) related to
For the Year Ended November 30, and Unrealized or (Outoff  November 30, financial instruments
November 30, 2011 2010 Gains [Losses)  Sales Level 3 2011 held at November 30, 2011
Assets
Equity SECUFIHES ....o.veuviieieieiieieeeenene $17 $144 $0161) $— $— $—
Available-for-sale investment
SECUNHIES ..o $1_7 $144 $(167) $— $— $—
Derecognition Change in unrealized
of assets upon Net Transfers gains (losses) related to
_ Balance at adoption  Total Realized Into and/ Balanceat financial instruments
For the Year Ended November 30, of Statement and Unrealized or (Outoff November 30, held at
November 30, 2010 2009 No. 167 Gains (Losses)  Sales Level 3 2010 November 30, 2010
Assets ‘
Certificated retained interest in
DCENT ..o $2,204,969 $(2,204,969) 5 — $ —  $ - $ — $ —
Credit card asset-backed
securities of other issuers.......... 381,705 — — — (381,705)2 — —
Asset-backed commercial paper
NOES ..evveeeeeeiieeeeeereieeereeaeens 58,792 — 12,1010 (70,893} — —_ —
Equity securifies ........................ — - — — 17 17 —
Available-for-sale investment
SECUNHES .. eveeieeeeeeeierienienens $2,645,466 $(2,204,969) $12,101 $(70,893) $(381,688) $ 17 —
Cash collateral accounts.............. $ 822,585 $ (822,585) $ — $ — $ — $ — $ —
Interest-only strip receivable 117,579 (117,579} — C— — — —
Amounts due from asset
SECUritiZalion ...................... $ 940,164  $ (940,164) $ — $ — $ — $ — $ —

{1)  Reflects unredlized pretax gains recorded in other comprehensive income in the consolidated statement of financial condition.

{2)  During the first quarter of 2010, the Company reclassified $382 million of credit card asset-backed securities of other issuers from Level 3 to Level 2, as the
valuation of these securities could be supported with observable inputs due to higher levels of market activity on these securities than had occurred in recent
quarters.

The following are the amounts recognized in earnings and other comprehensive income related to assets categorized
as Level 3 during the respective periods (in thousands):

For the Years Ended November 30,

2011 2010 2009
INtErEst INCOME = IMEEIESE ACCIEIION <.ttt et e e et e e e e et e e et e et e e e e e e e e e e e s e e eree e e e e e eneseennnene $— $ — $ 15,569
Other income — gain {loss) on investment securities ............... 146 19,556 (2,837}
Securitization income — net revaluation of retained interess ... . — — {160,087)
AmOoUNt recorded I @OMNINGS. .....c.c.vevevetieeierieie ettt ettt ettt ae st esat s eaesetese s e st eassetessesesennaens . 146 19,556 (147,355)
Unrealized (losses) recorded in other comprehensive income, pre-tax ...........cccvovvvverieiiicrieeieieiiceceecieeees . (2) (7,455) (14,909)
Total realized and unrealized gains {JOSSES)...........veverieiiriiiiiiiicieiceee et $144 $12,101 ${162,264)
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Assets and Liabilities Measured at Fair Value on a Non-Recurring Basis. The Company also has assets that under
certain conditions are subject fo measurement at fair value on a non-recurring basis. These assefs include those
associated with acquired businesses, including goodwill and other intangible assets. For these assets, measurement at fair
value in periods subsequent to their initial recognition is applicable if one or more is determined to be impaired. During
the years ended November 30, 2011 and 2010, the Company had no impairments related to these assets. Fair value
adjustments for loans held for sale are periodically recorded in other income in the consolidated statements of income.
During the years ended November 30, 2011 and 2010, the Company recorded a gain of $5.0 million and a loss of
$28.1 million, respectively, related to loans held for sale.

As of November 30, 2011, the Company had not made any fair value elections with respect fo any of its eligible
assets and liabilities as permitted under ASC 825-10-25.

23. Derivatives and Hedging Activities

The Company uses derivatives to manage its exposure to various financial risks. The Company does not enter into
derivatives for trading or speculative purposes. Derivatives not designated as hedges are used to manage the Company’s
exposure to interest rate movements and other identified risks but do not meet the strict requirements of hedge accounting.
All derivatives are recorded in other assets at their gross positive fair values and in accrued expenses and other liabilities
at their gross negative fair values.

Derivatives may give rise to counterparty credit risk. The Company enters into derivative transactions with established
dealers that meet minimum credit criteria established by the Company. All counterparties must be pre-approved prior to
engaging in any transaction with the Company. Counterparties are monitored on a periodic basis by the Company to
ensure compliance with the Company’s risk policies and limits.

Derivatives designated as Hedges _

Derivatives designated and qualifying as a hedge of the exposure to variability in expected future cash flows, or other
types of forecasted transactions, are considered cash flow hedges. Derivatives designated and qualifying as a hedge of
the exposure to changes in the fair value of an asset, liability, or firm commitment attributable to a particular risk, such as
inferest rate risk, are considered fair value hedges.

Cash Flow Hedges. The Company uses interest rate swaps to manage its exposure to changes in inferest rates related
to future cash flows resulting from credit card loan receivables. These transactions are hedged for a maximum period of
three years. The derivatives are designated as a hedge of the risk of overall changes in cash flows on the Company’s
portfolios of prime-based interest receipts and qualify for hedge accounting in accordance with ASC Topic 815,
Derivatives and Hedging ("ASC 815").

The effective portion of the change in the fair value of derivatives designated as cash flow hedges is recorded in other
comprehensive income and is subsequently reclassified into earnings in the period that the hedged forecasted cash flows
affect earnings. The ineffective portion of the change in fair value of the derivative, if any, is recognized directly in
earnings. Amounts reported in accumulated other comprehensive income related to derivatives at November 30, 2011
will be reclassified fo interest income as inferest payments are received on certain of the Company’s floating rate credit
card loan receivables. During the next 12 months, the Company estimates it will reclassify to earnings $6.8 million of
pretax gains related to its derivatives designated as cash flow hedges.

Fair Value Hedges. The Company is exposed to changes in fair value of certain of its fixed rate debt obligations due to
changes in interest rates. During the year ended November 30, 2011, the Company used inferest rate swaps to manage
its exposure fo changes in fair value of certain fixed rate senior notes and interest-bearing brokered deposits attributable
to changes in LIBOR, a benchmark inferest rate as defined by ASC 815. The interest rate swaps involve the receipt of
fixed rate amounts from the respective counterparties in exchange for the Company making payments of variable rate
amounts over the life of the agreements without exchange of the underlying notional amounts. These interest rate swaps
qualify as fair value hedges in accordance with ASC 815. Changes in both (i) the fair values of the derivatives and (ii) the
hedged fixed rate senior notes and interest-bearing brokered deposits relating to the risk being hedged were recorded in
interest expense and provided substantial offset to one another. Ineffectiveness related fo these fair value hedges was
recorded in interest expense. Any basis differences between the fair value and the carrying amount of the hedged fixed
rafe senior notes and interest-bearing brokered deposits at the inception of the hedging relationship is amortized and
recorded in interest expense.
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Derivatives not designated as Hedges

Foreign Exchange Forward Contracts. The Company has derivatives that are economic hedges and are not designated
as hedges for accounting purposes. The Company enters into foreign exchange forward contracts to manage foreign
currency risk. Foreign exchange forward contracts involve the purchase or sale of a designated currency at an agreed
upon rate for setlement on a specified date. Changes in the fair value of these contracts are recorded in other income.

Inferest Rate Swaps. The Company also may have from time to time inferest rate swap agreements that are not
designated as hedges. As part of its acquisition of SLC, the Company also acquired an inferest rate swap related fo the
securitized debt assumed in the SLC transaction. Such agreements are not speculative and are also used to manage
interest rate risk but are not designated for hedge accounting. Changes in the fair value of these contracts are recorded in
other income.

The following table summarizes the fair value (including accrued interest) and related outstanding notional amounts of
derivative instruments and indicates where within the statement of financial condition each is reported as of
November 30, 2011 and 2010. See Note 22: Fair Value Disclosures for a description of the valuation methodologies of
derivatives. (In thousands, except number of transactions):

November 30, 2011 November 30, 2010
Balance Sheet Location Balance Sheet Location
Accrued Accrued
Expenses and Expenses and
Other Other Other Other
Assets Liabilities Assets Liabilities
Notional Number of (At Fair (At Fair Notional (At Fair (At Fair
Amount  Transactions  Value) Value) Amount Value) Value)
Derivafives designated as hedges:
Interest rate swaps — Cash Flow hedge................... $2,000,000 8 $12,191 $— $2,000,000 $4,989 $ —
Interest rate swaps - Fair Value hedge .................... $2,338,276 113 $44,171 $279 $ 400,000 $ — $6,587
Derivatives not designated as hedges:
Foreign exchange forward contracts!li.................... $ 21,453 3 5 — $169 $ 7800 $§ ¢ $ 7
Interest rate SWAP ......ccovrirueieeeeee et $1,294,932 1 $ 7214 $— $ — $ — $ —

{1} The foreign exchange forward contracts have notional amounts of EUR 14 million and GBP 1.7 million as of November 30, 2011 and EUR 4.0 million and
GBP 1.7 million as of November 30, 2010.
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The following table summarizes the impact of the derivative instruments on income, and indicates where within the
consolidated statements of income such impact is reported for the years ended November 30, 2011 and 2010 (dollars in

thousands):

For the Year Ended
November 30,
Location 2011 2010
Derivatives designated as hedges:
Interest Rate Swaps — Cash Flow Hedges:
Gain {loss) recognized in other comprehensive income affer amounts reclassified into earnings,
PREOX c.veurareneetentieretreteenerasseutshenseee e eens sh et seeseenesee st e et e aet et ekt er e e ene b et e b eneanenean Other Comprehensive Income  $ 7,181 $4,022
Total gains (losses) recognized in other comprehensive INCOMe ..........cccvveeieriiieiiieceiiriennns $ 7181 $4,022
Amount reclassified from other comprehensive income into income..........ococoverivceiiiiiccnnininianns Interest Income $ 7,508 $2297
Interest Rate Swaps — Fair Value Hedges:
Interest expense — iNEFECVENESss .............ccviiviiiiiii et et 36,708 (8,585)
Inferest @XPENSE — OMBI ......eteuiiiieeiiteeiee ettt ettt n et e e ess s a st eve e e ene e 13,048 745
Gain {loss) on interest rate swaps Inferest Expense 49,756 (7,840)
Interest expense — iNeffectiveness .............cceiireireiieiieeei et (30,317) 8,648
INterest eXPEnSE — OHET .......ccovrreiriiteiire ettt st ettt et et en e nen b naeans (6,423) (831)
Gain {loss) on hedged Bem ..............cooviiiiieriiiiceetee et Inferest Expense (36,740) 7.817
Total gains (losses) recognized in INCOME ...........ceietiieeieiiiieeee e $20,524 $2,274
Derivatives not designated as hedges:

Gain {loss) on Forward COMTACES ........ccviiireirireee ittt ee st ee et eveses e sassnsans Other Income $ 176 $ 295
Gain (l0ss) ON INtErEst FME SWAPS .........oveiirtieeeeieiariieeeeietete ettt essesase e see e ereeseseereneaeeneeee Other Income {5,099) 6
Total gains {losses) on derivatives not designated as hedges recognized in income ................. $(4923) $ 301

Collateral Requirements and Credit-Risk Related Contingency Features

For its inferest rate swaps, the Company has master nefting arrangements and minimum collateral posting thresholds
with its counterparties. Collateral is required by either the Company or the counterparty depending on the net fair value
position of all interest rate swaps held with that counterparty. The Company may also be required to post collateral with a
counterparty depending on the credit ratfing it or Discover Bank receives from specified major credit rating agencies.
Collateral amounts recorded in the consolidated statement of financial condition are based on the net collateral receivable
or payable position for each counterparty. Collateral receivable or payable amounts are not offset against the fair value
of the interest rate swap, but are recorded separately in other assets or deposits.

As of November 30, 2011, the Company had a right to reclaim $4 million of cash collateral that had been posted (net
of amounts required to be posted by the counterparty) because the credit rating of the Company did not meet specified
thresholds. At November 30, 2011, Discover Bank’s credit rating met specified thresholds set by its counterparties.
However, if Discover Bank's credit rating is reduced to below investment grade, the Company would be required to post
collateral, which would have been $66 million as of November 30, 2011.

As of November 30, 2011, the Company had interest rate swaps in a net asset position with all of its counterparties,
inclusive of accrued inferest. If the Company had breached any provisions of the derivative agreements, there would have
been no obligation to settle termination values since none of the derivative agreements were in net liability positions as of
November 30, 2011.

The Company also has agreements with certain of its derivative counterparties that contain a provision where if the
Company defaults on any of its indebtedness, including default where repayment of the indebtedness has not been
accelerated by the lender, then the Company could also be declared in default on its derivative obligations.
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24. Segment Disclosures

The Company’s business activities are managed in two segments: Direct Banking and Payment Services.

Direct Banking. The Direct Banking segment includes Discover card-branded credit cards issued to individuals and
small businesses and other consumer products and services, including personal loans, student loans, prepaid cards
and other consumer lending and deposit products offered through the Company’s Discover Bank subsidiary. The
maijority of the Direct Banking revenues relate to interest income earned on each of its loan products. Additionally,
the Company’s credit card products generate substantially all of the Company’s revenues related to discount and
interchange, fee products and loan fee income.

Payment Services. The Payment Services segment includes PULSE, an automated teller machine, debit and electronic
funds transfer network; Diners Club, a global payments network; and the Company’s third-party issuing business,
which includes credit, debit and prepaid cards issued on the Discover Network by third parties. The majority of the
Payment Services revenues relate to fransaction processing revenue from PULSE and royalty and licensee revenue
(included in other income) from Diners Club.

The business segment reporting provided to and used by the Company’s chief operating decision maker is prepared
using the following principles and allocation conventions:

Corporate overhead is not allocated between segments; all corporate overhead is included in the Direct Banking
segment.

Through its operation of the Discover Network, the Direct Banking segment incurs fixed marketing, servicing and
infrastructure costs that are not specifically allocated among the operating segments.

The assets of the Company are not allocated among the operating segments in the information reviewed by the
Company’s chief operating decision maker.

The revenues of each segment are derived from external sources. The segments do not earn revenue from
intercompany sources.

Income taxes are not specifically allocated among the operafing segments in the information reviewed by the
Company’s chief operating decision maker.
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The following tables present segment data on a GAAP basis for the years ended November 30, 2011, 2010 and on
managed basis with a reconciliation to a GAAP presentation for the year ended November 30, 2009 (dollars in

thousands):
Direct Payment
For the Year Ended Banking Services Total
November 30, 2011
Interest income
Credit CONd ...vveeeeeeecee ettt ettt e eneas $5,654,088 $ — $5,654,088
Private student loans... 115,307 — 115,307
PClI student loans ....... 225,096 —_ 225,096
Personal loans......... 266,081 — 266,081
OHET et ettt ettt et 84,529 38 84,567
Total inferest INCOME...........c.oovieieeieeeeeeeeeeeee e 6,345,101 38 6,345,139
INtErest EXPENSE .....coiiiiiiiiiiiiiiee it 1,484,335 217 1,484,552
Net interest income (XPeNnse) ........cooeeveeriierieriiiierirrce e e, 4,860,766 ' (179) 4,860,587
Provision for loan losses ............... 1,013,350 — 1,013,350
Other income ............ 1,907,322 297,852 2,205,174
Other @XPENSE .........vveeieeieieiiettieeieteat ettt catetes et st sebsaseseebescesssensessesennnens 2,409,584 131,583 2,541,167
Income before income fax eXPense .........ocvvevirirveriirinienirieeeee e $3,345,154 $166,090 $3,511,244
November 30, 2010
Interest income
Credit COMd ..ot $5,836,002 $ — $5,836,002
Private student loans.............cooriiieieiiieiecee e 47,518 — 47,518
Personal IoTNS .......c.eeveeeieici ettt 181,652 — 181,652
Other....cooovvieeviciiian 81,027 19 81,046
Total interest income.... 6,146,199 19 6,146,218
Interest expense .........cceeveenicenireninenn. 1,582,745 243 1,582,988
Net interest income (EXPENnSE) .........coeeueriiiierieri e 4,563,454 (224) 4,563,230
Provision for Ioan lOSSES .........ooome e 3,206,705 — 3,206,705
OthBI INCOME .. vvvievseereerstressseeseessesnsseeseseesessesessesersessesesssssessssesssssstsssassssons 1,827,414 267,585 2,094,999
Oher EXPENSE .....v.veveeeeiieiieetetetesee e eteaesesess st e b esesnab st sss s ebesnsebesennnas 2,056,685 125,980 2,182,665
Income {loss) before income tax expense ...........c.cccceevevieieiiiiiiiieieieecn, $1,127,478  $141,381  $1,268,859
GAAP
Managed Basis Basis
Direct Payment Securitization
Banking Services Total Adjustment Total
November 30, 2009
Interest income
Credit QA ... et $6,151,759 $ — $6,151,759  $(3,315,992) $2,835,767
Private student loans.... 25,906 — 25,906 — 25,906
Personal loans .. 139,247 — 139,247 — 139,247
OHNET ettt et et ens 143,062 1,098 144,160 — 144,160
Total INtErest INCOME. ... vviveiieie et 6,459,974 1,098 6,461,072 (3,315,992) 3,145,080
INTErESt EXPENSE ...ieeeiiiiiieeeii ettt ettt e st 1,648,198 222 1,648,420 (397,136} 1,251,284
Net interest income {EXPense) .........coeiiuiireriirriienectee e 4,811,776 876 4,812,652 {2,918,856) 1,893,796
Provision for 10an l0SSes ..........cvivicieicriceeeee s 4,358,341 — 4,358,341 (1,995,936) 2,362,405
Other incomel?................. 3,677,881 239,794 3,917,675 922,920 4,840,595
Other expense 2,116,962 134,126 2,251,088 — 2,251,088
Income (loss) before income fax expense $2,014,354 $ 106,544 $2,120,898 § — $2,120,898

(1) Reflects the effect of loan securifizations by recharacterizing as securitization income the portions of the following items that relate fo the securitized loans:
inferest income, inferest expense, provision for loan losses, discount and interchange revenue and loan fee revenues. Securitization income is reported in
other income. See further discussion of securitization adjustments in “Management's Discussion and Analysis — Reconciliations of GAAP to Non-GAAP

As-Adjusted Data.”

(2)  The Direct Banking segment includes income of $1.9 billion related to the Visa and MasterCard antitrust litigation setfement. See further discussion of

seflement in “Management’s Discussion and Analysis — Reconciliations of GAAP to Non-GAAP As-Adjusted Data.”
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25. Reloted Party Transactions

In the ordinary course of business, the Company offers consumer loan products to its directors, executive officers and
certain members of their families. These products are offered on substantially the same terms as those prevailing at the
time for comparable transactions with unrelated parties, and these receivables are included in the loan receivables in the
Company’s consolidated statements of financial condition. They were not material to the Company’s financial position or
results of operations.

26. Parent Compony Condensed Financial Information

The following Parent Company financial statements are provided in accordance with SEC Regulation S-X, which
requires all issuers or guarantors of registered securities to include separate annual financial statements.

Discover Financial Services
(Parent Company Only)

Condensed Statements of Financial Condition

November 30,
2011 2010
{dollars in thousands)
Assets: :

Cash and cash equivalents................. e 575 $ 367
Notes receivable from subsidiaries . 1,765,494 764,626
INVESIMENS 11 SUBSIAIOFIES. .. .....eveee ettt ettt et e eee e e e s e e te e eeeest et et es e e et e est et en e e eeseeas st ensenee e enseeseeseeteranan 7,306,829 6,372,290
OHNET GSSEES. ...eeveeveeeeeeeeeeee et et e st et e seeeeueese s e et e e e e e e e et e et e e e e ees e e es e st et e eenee e eea e e st e e e neene e et e eh e et e teeete e et s et e e et e staentens 225,938 347,512
TOMAL ASSEES ... .vveeeeee ettt e et ettt et e e e s e e st e en e e e eeeeees e e aene et e et et s sas e et e e et eea e et e e e e et e et e et e st et e s anae s $9,298,836 $7,484,795

Liabilities and Stockholders’ Equity:
Non-interest bearing deposit accounts

$ 3188 $§ 2543

Interest bearing deposit ACCOUNES.............c.euririiiiieuiri it es ettt ettt s s e se e 16,720 —
TOMA EPOSIS. ... veeeriieserit vt ittt et ettt ettt e te b e see et e s e s et eae s st et s s e bt et st e s eae s b s e b er e s e et et eas s es b et essanas s eteneas 19,908 2,543

OFher long-Herm BOrTOWINGS .....ccvivrv ettt ettt a st s s s n et s et a s es s e 809,404 791,579

Accrued expenses and other HbilIHEs................ccco.iiiiiiir ettt ettt 227,313 233,827
Totdl liabilities............. 1,056,625 1,027,949
Stockholders’ equity 8,242,211 6,456,846
Total liabilities and stockholders” @QUITY. ........ccoviuiriiiiiie ettt $9,298,836 $7,484,795
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Discover Financial Services
(Parent Company Only)

Condensed Statements of Income

For the Years Ended November 30,

2011 2010 2009
(dollars in thousunds)
I ETESE IMCOME ettt e et e e et e e e sesatse e s e se e e eante e e e sassteessastaaee s e e s et aseeeesseneesesseesemeeesenenneaeenn $ 23,154 §$ 28948 $ 53,696
[NHEIES EXPEINSE .....eeiiiiiiii ittt 60,730 69,598 49,324
INEE INTEIEST INCOME ...vvvvveeieieeeeee ettt e e e e ee e e e e e e et tee e eeeaeaeeaeesnntsnrnebesesaae ebeeeneaeeseesesssnassnsrnnrneesneeeaneens (37,576) (40,650) 4,372
Dividends from sUBSIIGNIES ... .....oiieeieeee e e e e e 1,375,000 132,500 —
Antitrust FHGaHON SEHIEMENE ..ottt ettt cae e te e eneaaas — — 1,153,936
OHNEI IMEOME ..o et e e e et e et e et e et e e e e e e aeemaeeeenaeseaeaeseaeeesaneesaaneesaeeas 2,150 27,605 (497)
TORA INCOME ...ttt et e e et e e et e e ettt e et ae e et e e e enb e s eat e e et e e e etaeeeteeeeareeanes 1,339,574 119,455 1,157,811
Other eXpense .......c..coceveuiecrreeercnnenens
Employee compensation and benefits 1,989 23,879 30,121
Markefing and business development 15 251 134
Information processing and COMMUNICARONS ............eeeiirierieeirieiieie ettt sttt tes bt sae st esens 34 511 125
Professional FEEs ...........oiiiiiiiee i bbb ettt eetsete st n et enneas (355) 8,932 8,025
Premises and EOUIPIMENE ...ttt ettt et st ebe e siae st san e b s b re s e e she s sene sheetneereeseseebeesaneeatenebeens 192 3,095 3,051
OHNEE 1ttt ettt ettt et e vt e et e e et s e e ha e st e et e s e e b e e s e e bt e s e Rhe et bt e s s e bt e reebe e reeabe e reeatreteeares 2,057 (37,089) 29,309
Total other expense (BENefit) ...........ciiiiiii e e e 3,932 (421) 70,765
Income before income tax benefit (expense) and equity in undistributed net income of subsidiaries 1,335,642 119,876 1,087,046
Income tax benefit (BXPENSE) ........ccveiiverieirteiet ettt ens 16,131 9,070 (420,641)
Equity in undistributed net income of subSIdIaries ...............ccovirririiiee e 874,935 635,842 609,780
NEt INCOME ... ettt heeeeearereeeeeeeieraeeeeeiatreeeiaeraaeeattaeasaanes $2,226,708 $764,788  $1,276,185
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Discover Financial Services
{Parent Company Only)
Condensed Statements of Cash Flows
For the Years Ended November 30,
2011 2010 2009

(dollars in thousands)

Cash flows from operating activities .
NEEINCOME ......iiieiiiitiee ettt e e e ee et st eeeeseeseseasbabastas s e saatesseeeeeee e eeesesasasnraeeaeeeeeaeanenns $2,226,708 § 764,788 $1,276,185
Adijustments to reconcile net income fo net cash provided by operating activities:
Non-cash charges included in net income:

Equity in undistributed net income of subsidiaries (874,935) (635,842) (609,780)

Stock-based compensation expense ...................... 43,777 37,081 44,249
Deferred INCOME TAXES ... oot eee e [OOSR 18,490 12,032 (31,699)
Depreciation and GMOTHZANON. .......c.o.viviveiieieiieteeeieieeiat ettt sese e s ebes st esass s nse s e 82 82 85
Changes in assets and liabilities:
(Increase) decrease i OHEr GSSEES ...........iooee it eee et etee e re e s e ereanenas (8,065) (6,644) 1,864
(Decrease) increase in other liabilities and accrued expenses.........coocvvieieioveeiveeinniecieee e {16,088) {7,575) 65,287
Net cash provided by operating aehiviies ..........covoviviiririrciece s 1,389,969 163,922 746,191
Cash flows from investing activities
Increase in iNvestMent in SUBSIAIANIES «......oveeeer oo et e e e e (8,151) (275,000)  (1,233,958)
(Increase) decrease in loans to subsidiaries .. (877,252) 1,080,576 (463,591)
Maturities of INVESIMENE SECUIMHES .....ovveueeeoieeei ittt ettt ees et e e e — — 4,032
Decrease (increase] in restricted cash — special dividend escrow .........cocooeiieieiiinciie e — 643,311 (643,311)
Net cash {used for) provided by investing GCtivIfIes .........c.c.cviviriveierirciiriiceiee et einennan (885,403) 1,448,887 (2,336,828)
Cash flows from financing activities
Proceeds from issuance of long-term borrowings and bank notes ..............cocooooiiiiiiiiiec — — 400,000
Maturity of long-term borrowings............cccooveiiriviiiriiriieenen, — {400,000) —
Proceeds from issuance of preferred stock and warrants — — 1,224,558
Redemption of preferred Stock .............cooivieiiiiiiiiccece s — {1,224,558) —
Repurchase of SIock WAITGNE..........veviviviiieieris ettt ettt ar ettt e b ettt ns — (172,000} —
Proceeds from issuance Of COMMON STOCK. ....veenee e eee et 22,646 1,323 533,822
Purchases of reasury SIOTK..........coiiiiiiiiiccc et v et {434,796) (8,241) (11,385)
Net increase (decrease) in deposits. ... ..ccovririiuiiiiiet ettt ettt ettt e et ee s 17,365 859 (6,319)
Dividend paid fo Morgan SIANley ............ccoeviiviriiieieiecce ettt — {775,000) —
Dividends paid on common and preferred stock .............oivviiiivirieiiic e (109,573) (70,431) (101,034)
Net cash {used for) provided by financing activities..............ccccoveiiiieiieienieeeeeec e (504,358)  (2,648,048) 2,039,642
Increase (decrease) in cash and cash equIvalents..............c.ocooiiiiiiitiicee e 208 (1,035,239} 449,005
Cash and cash equivalents, at beginning of YEar ..............coceviiiviiiiiiiis e 367 1,035,606 586,601
Cash and cash equivalents, at end of YEOAT . tiatteieevee e e ant e et aate e sa e st e s eeeaeee stseetaeeabeeRsesae e eraeeanseaeearsrertanaeeas $ 575 § 367 $1,035,606
Supplemental Disclosures:
Cash paid during the year for:
[PFEIESE EXPENSE ...e.veeeeeeeiictieeeieertieee ettt e ereeete e eeeas e e e ebe e ereeensser e e s e e esseeaseanteebeeenneseee et aeteeanneeree e $ 76597 $ 70207 $ 36,056
Income taxes, net Of INCOME X FEFUNS ........ooveeeeeee et e e e $ 11,195 § (64,044) $ 438,098
Non-cash transactions
Special dividend — Morgan Stanley ...............oveieeioieoiiiiiieeece e $ — $ 33757 $ (335757)
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27. Subsequent Events

Sales of loans held-for-sale. On December 9, 2011, Discover Bank entered into definitive agreements to sell
substantially all of its remaining $714 million of federal student loans currently classified as loans held for sale. The
maijority of these loans were pledged as collateral against a long-term borrowing and, as part of this transaction, these
borrowings are expected to'be assumed by the purchaser. These transactions, which are subject to customary closing
conditions, including the receipt of governmental approvals, are expected fo close in February 2012.

Cash Dividend. On January 19, 2012, we paid a cash dividend of $0.10 per share of common stock.

28. Quarterly Results {unaudited) (dollars in thousands, except per share data):
November 30, August31, May 31, February 28, November 30, August31, May 31, February 28,

2011 2011 2011 2011 2010 2010 - 2010 2010

Inferest income ......ccoeveveeeeeeenennnnn. $1,619,805 $1,599,092 $1,573,278 $1,552,964  $1,499,347  $1,535,939 $1,551,782 $1,559,150
Interest expense.........cc.covcuveececnne 359,792 362,053 379,979 382,728 375,506 389,137 404,621 413,724
Net inferest income ............cocvunnee. 1,260,013 1,237,039 1,193,299 1,170,236 1,123,841 1,146,802 1,147,161 1,145,426

Provision for loan ..........ccoeveueene.

[0SSES ..o 320,587 99,514 175,540 417,709 382,670 712,565 724,264 1,387,206

{Loss) gain on investments............ - (3,614) (149) 141 - 18,951 — 180

Other income.........cccceveeveecennenne 546,743 555,577 ‘.543,993 562,483 472,135 545,193 512,844 545,696
Other expense ........c..oeveeererennenne 668,468 642,407 635,144 595,148 628,075 566,238 513,548 474,804
Income (loss) before income tax

EXPENSE c.eetiennercreneeeseenenrenenee 817,701 1,047,081 926,459 720,003 585,231 432,143 422,193 (170,708}
Income tax expense (benefit)............ 305,122 398,263 326,040 255,111 235,589 171,526 164,126 (67,170)
Net income {10ss) ...c.vveeveeereeeeeens $ 512,579 § 648,818 § 600,419 $ 464,892 $ 349,642 $ 260,617 $ 258,067 $ (103,538)

Net income {loss) allocated to
common stockholderst! ......... $ 507,077 $ 641,772 $ 593,488 $ 459,428 $ 346,517 $ 258,194 $ 184,590 $ {122,233)

Basic earnings (loss) per sharefl ... § 095 $ 118 $ 1.09 $ 084 064 $ 047 §$ 034 $ (0.22)

Diluted earnings {loss} per
sharef ..o $ 095 $ 1.18 $ 1.09 § 084 § 064 $ 047 $ 033 $ (0.22)

(1) Because the inputs to net income allocated fo common stockholders and earnings per share are calculated using weighted averages for the quarter, the sum
of all four quarters may differ from the year to date amounts in the consolidated statements of income.

ltem 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure
None

ltem 9A. Controls and Procedures

Evaluation of Disclosure Controls and Procedures '

Under the supervision and with the participation of our management, including our Chief Executive Officer and Chief
Financial Officer, we conducted an evaluation of the effectiveness of our disclosure controls and procedures {as defined in
Rule 13a-15(e) and 15d-15(e) of the Securities Exchange Act of 1934, as amended {the “Exchange Act”)), which are
designed to ensure that information required to be disclosed by us in the reports that we file or submit under the
Exchange Act is recorded, processed, summarized and reported within the time periods specified by the SEC’s rules and
forms. Disclosure controls and procedures include, without limitation, controls and procedures designed to ensure that
information required to be disclosed by us in the reports that we file or submit under the Exchange Act is accumulated
and communicated to our management, including our Chief Executive Officer and Chief Financial Officer, as appropriate
to allow timely decisions regarding required disclosure. Based on this evaluation, our Chief Executive Officer and Chief
Finahncial Officer concluded that our disclosure controls and procedures were effective as of the end of the period covered
by this report.
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Management's Report on Internal Control over Financial Reporting

Our management is responsible for establishing and maintaining adequate internal control over financial reporting {as
such term is defined in Exchange Act Rule 13a-15(f) and 15d-15(f)) for the Company. Our internal control over financial
reporting is designed to provide reasonable assurance regarding the reliability of financial reporting and the preparation
of financial statements in accordance with generally accepted accounting principles. There are inherent limitations to the
effectiveness of any system of internal conirol over financial reporting. These limitations include the possibility of human
error, the circumvention or overriding of the system and reasonable resource constraints. Because of its inherent
limitations, our internal control over financial reporting may not prevent or defect misstatements. Projections of any
evaluation of effectiveness to future periods are subject to the risk that controls may become inadequate because of
changes in conditions or that the degree of compliance with policies or procedures may deferiorate.

Management assessed the effectiveness of our internal control over financial reporting as of November 30, 2011. In
making this assessment, management used the criteria set forth in Internal Control ~ Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission (COSO). Based on management's assessments

and those criteria, management has concluded that our internal control over financial reporting was effective as of
November 30, 2011.

The effectiveness of our internal control over financial reporting as of November 30, 2011 has been audited by
Deloitte & Touche LLP, an independent registered public accounting firm, and the firm’s report on this matter is included in
ltem 8 of this annual report on Form 10-K.

Discover Financial Services
Riverwoods, IL
January 26, 2012

Changes in Internal Control over Financial Reporting

As previously disclosed, on December 31, 2010, we completed our acquisition of SLC, which included its existing
information systems and infernal controls over financial reporting that were in place when SLC was a separate publicly
traded company. We have mtegrated the SLC internal controls over financial reporhng and included them in conduc’rlng
our evaluation of the effectiveness of our internal control over financial reporting.

There have been no changes in our infernal control over financial reporting (as such term is defined in Exchange Act
Rule 13a-15(f) and 15d-15(f)) that occurred during the quarter ended November 30, 2011 that have materially affected,
or are reasonably likely to materially affect, our internal control over financial reporting.

ltem 9B. Other Information
None
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Partlil. | tem 10. Directors, Executive Officers and Corporate Governance

Information regarding our executive officers is included under the heading “Executive Officers of the Registrant” in
ltem 1 of this annual report on Form 10-K. Information regarding our directors and corporate governance under the
following captions in our proxy statement for our annual meeting of stockholders to be held on April 18, 2012 {“Proxy
Statement”) is incorporated by reference herein. '

“Election of Directors ~ Information Concerning Nominees for Election as Directors”
“Other Matters ~ Section 16(a) Beneficial Ownership Reporting Compliance”
“Corporate Governance — Shareholder Recommendations for Director Candidates”

“Corporate Governance — Board Meetings and Committees”

Our Code of Ethics and Business Conduct applies to all directors, officers and employees, including our Chief Executive
Officer and our Chief Financial Officer. You can find our Code of Ethics and Business Conduct on our internet site,
www.discover.com. We will post any amendments to the Code of Ethics and Business Conduct, and any waivers that are
required to be disclosed by the rules of either the SEC or the New York Stock Exchange, on our internet site.

Item 11. Executive Compensation
Information regarding executive compensation under the following captions in our Proxy Statement is incorporated by
reference herein.

“Executive and Director Compensation”
“Compensation Discussion and Analysis”
“2011 Executive Compensation”
“Compensation Committee Report”

ltem 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder

Matters
Information relating fo compensation plans under which our equity securities are authorized for issuance as of
November 30, 2011, is set forth in the table below.

Number of securities
remaining available for
Number of Securities fo  Weighted-average exercise future issuance under

be issued upon exercise of price of outstanding equity compensation
outstanding options, options, warrants and plans {excluding securities
Plan Category warrants and rights rights reflected in column (a))
{a) {b) fc)
Equity compensation plans approved by security holders............ 8,729,018 $18.95 29,155,264
Equity compensation plans not approved by security holders....... N/A N/A N/A

TO 1.1 or ettt e 8,729,018 $18.95 29,155,264

(1) Includes 5,798,640 vested and unvested restricted stock units and 762,916 unvested performance stock units that can be converted to up to 2 shares per
unit dependent on the performance factor.

Information related to the beneficial ownership of our common stock is presented under the caption “Beneficial
Ownership of Company Common Stock” in our Proxy Statement and is incorporated by reference herein.
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ltem 13. Certain Relationships and Related Transactions, and Director Independence
Information regarding certain relationships and related transactions, and director independence under the following
captions in our Proxy Statement is incorporated by reference herein.

“Other Matters — Certain Transactions”

“Corporate Governance — Director Independence”
ltem 14. Principal Accounting Fees and Services
Information regarding principal accounting fees and services under the caption “Ratification of Appointment of

Independent Registered Public Accounting Firm — Independent Registered Public Accounting Firm Fees” in our Proxy
Statement is incorporated by reference herein.
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PartV. | ltem 15. Exhibits, Financial Statement Schedules
{a) Documents filed as part of this Form 10-K:

1. Consolidated Financial Statements

The consolidated financial statements required to be filed in this annual report on Form 10-K are listed below and
appear on pages 89 through 161 herein.

INDEX TO CONSOLIDATED FINANCIAL STATEMENTS

Reports of Independent Registered Public Accounting Firm ...........cccooiiiiiiiiiiiieiee e
Consolidated Statements of Financial Condition as of November 30, 2011 and 2010 ...eoovieeeeeeeeeeeeeeeeeeeee,
Consolidated Statements of Income for the years ended November 30, 2011, 2010 and 2009..............c..cceene....

Consolidated Statements of Changes in Stockholders’ Equity for the years ended November 30, 2011, 2010 and

2000 e
Consolidated Statements of Cash Flows for the years ended November 30, 2011, 2010 and 2009 .........................
Notes to the Consolidated FINANCIAl SEAEMENES .......veeee et et e e e e aaees

2. Financial Statement Schedules

Separate financial statement schedules have been omitted either because they are not applicable or because the
required information is included in the consolidated financial statements.

3. Exhibits

See the Exhibit Index following the signature pages for a list of the exhibits being filed or furnished with or
incorporated by reference into this annual report on Form 10-K.
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Signatures

Pursuant fo the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Registrant has duly
caused this report to be signed on its behalf by the undersigned thereunto duly authorized.

Discover Financial Services
(Registrant)

/s/  DaviD W. NEms

David W. Nelms
Chairman and Chief Executive Officer

By:

Date: January 26, 2012
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Power of Attorney

We, the undersigned, hereby severally constitute Kathryn McNamara Corley, D. Christopher Greene and Simon
B. Halfin, and each of them singly, our true and lawful attorneys with full power to them and each of them to sign for us,
and in our names in the capacities indicated below, any and all amendments to the annual report on Form 10-K filed
with the Securities and Exchange Commission, hereby ratifying and confirming our signatures as they may be signed by
our said attorneys to any and all amendments to said Annual Report on Form 10-K.

Pursuant fo the requirements of the Securities Exchange Act of 1934, this report has been signed below by the
following persons on behalf of the Registrant and in the capacities indicated on January 26, 2012.

Signature Title
/s/ DaviD W. NEMS Chairman and Chief Executive Officer
David W. Nelms
/s/  R. MARK GRAF Executive Vice President, Chief Financial Officer and
R. Mark Graf Chief Accounting Officer

(Principal Financial Officer and Principal Accounting Officer)

/s/ LAWRENCE A. WEINBACH Lead Director
Lawrence A. Weinbach

/s/ JEFFREY S. ARONIN Director
Jeffrey S. Aronin

/s/  MaRy K. BusH Director

Mary K. Bush

/s/ GREGORY C. CASE Director
Gregory C. Case

/s/ ROBERT M. DEVLIN Director
Robert M. Devlin

/s/ CYNTHIA A. GLASSMAN Director

Cynthia A. Glassman
/s/ RICHARD H. LENNY Director

Richard H. Lenny

/s/ THomas G. MAHERAS Director
Thomas G. Maheras
/s/  MICHAEL H. Moskow Director

Michael H. Moskow

/s/ E. FOLLUN SMITH Director
E. Follin Smith
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Exhibit Number

Exhibit Index

Description

2.1

2.2*

23

3.1

3.2

4.1

4.2
4.3

4.4

4.5

10.1

Separation and Distribution Agreement, dated as of June 29, 2007, between Morgan Stanley and
Discover Financial Services (filed as Exhibit 2.1 to Discover Financial Services” Current Report on

Form 8-K filed on July 5, 2007 and incorporated herein by reference thereto), as amended by the First
Amendment to the Separation and Distribution Agreement dated as of June 29, 2007 between Discover
Financial Services and Morgan Stanley, dated February 11, 2010 (filed as Exhibit 10.2 to Discover
Financial Services’ Current Report on Form 8-K filed on February 12, 2010 and incorporated herein by
reference thereto).

Agreement for the Sale and Purchase of the Goldfish Credit Card Business, dated February 7, 2008,
among Discover Financial Services, Goldfish Bank Limited, Discover Bank, SCFC Receivables
Corporation, and Barclays Bank Plc (filed as Exhibit 2.1 to Discover Financial Services’ Current Report
on Form 8-K filed on February 7, 2008 and incorporated herein by reference thereto), as amended and
restated by Amended and Restated Agreement for the Sale and Purchase of the Goldfish Credit Card
Business, dated March 31, 2008, among Discover Financial Services, Goldfish Bank Limited, Discover
Bank, SCFC Receivables Corporation, Barclays Bank PLC, and Barclays Group US Inc. (filed as Exhibit
2.1 fo Discover Financial Services’ Quarterly Report on Form 10-Q filed on April 14, 2008 and
incorporated herein by reference thereto).

Agreement and Plan of Merger by and among Discover Bank, Academy Acquisition Corp. and The
Student Loan Corporation dated as of September 17, 2010 (filed as Exhibit 2.3 to Discover Financial
Services’ Annual Report on Form 10-K for the fiscal year ended November 30, 2010 filed on January
26, 2011 and incorporated by reference thereto).

Amended and Restated Certificate of Incorporation of Discover Financial Services (filed as Exhibit 3.1 to
Discover Financial Services’ Quarterly Report on Form 10-Q filed on July 1, 2009 and incorporated
herein by reference thereto).

Amended and Restated By-Laws of Discover Financial Services (filed as Exhibit 3.1 to Discover Financial
Services’ Current Report on Form 8-K filed on January 23, 2009 and incorporated herein by reference
thereto).

Senior Indenture, dated as of June 12, 2007, by and between Discover Financial Services and U.S.
Bank, National Association, as trustee (filed as Exhibit 4.1 to Discover Financial Services’ Current
Report on Form 8K filed on June 12, 2007 and incorporated herein by reference thereto).

Form of Subordinated Indenture (filed as Exhibit 4.2 to Discover Financial Services’ Registration
Statement on Form S-3 filed on July 6, 2009 and incorporated herein by reference thereto).

Form of 10.250% Senior Note due 2019 (filed as Exhibit 4.1 to Discover Financial Services’ Current
Report on Form 8-K filed on July 15, 2009 and incorporated herein by reference thereto).

Fiscal and Paying Agency Agreement, dated November 16, 2009, between Discover Bank, as issuer,
and U.S. Bank National Association, as fiscal and paying agent (filed as Exhibit 4.1 to Discover
Financial Services” Current Report on Form 8-K filed on November 16, 2009 and incorporated herein
by reference thereto).

Fiscal and Paying Agency Agreement, dated April 15, 2010, between Discover Bank, as issuer, and
U.S. Bank National Association, as fiscal and paying agent (filed as Exhibit 4.1 to Discover Financial
Services’ Current Report on Form 8-K filed on April 16, 2010 and incorporated herein by reference
thereto). ‘

Tax Sharing Agreement, dated as of June 30, 2007, between Morgan Stanley and Discover Financial
Services (filed as Exhibit 10.1 to Discover Financial Services’ Current Report on Form 8-K filed on
July 5, 2007 and incorporated herein by reference thereto).
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Exhibit Number

Description

10.2

10.3

10.4

10.5

10.6

10.7

10.81

10.91

10.10t

1011t

U.S. Employee Matters Agreement, dated as of June 30, 2007, between Morgan Stanley and Discover
Financial Services (filed as Exhibit 10.2 to Discover Financial Services’ Current Report on Form 8K filed
on July 5, 2007 and incorporated herein by reference thereto).

Transition Services Agreement, dated as of June 30, 2007, between Morgan Stanley and Discover
Financial Services (filed as Exhibit 10.3 to Discover Financial Services’ Current Report on Form 8-K filed
on July 5, 2007 and incorporated herein by reference thereto).

Transitional Trade Mark License Agreement, dated as of June 30, 2007, between Morgan Stanley &
Co. PLC and Goldfish Bank Limited (filed as Exhibit 10.4 to Discover Financial Services’ Current Report
on Form 8-K filed on July 5, 2007 and incorporated herein by reference thereto).

Trust Agreement, dated as of July 2, 2007, between Discover Bank, as Beneficiary, and Wilmington
Trust Company, as Owner Trustee (filed as Exhibit 4.1 to Discover Bank’s Current Report on Form 8-K
filed on July 2, 2007 and incorporated herein by reference thereto), as amended by the First
Amendment to Trust Agreement, between Discover Bank, as Beneficiary and Wilmington Trust
Company, as Owner Trustee, dated as of June 4, 2010 (filed as Exhibit 4.3 to Discover Bank’s Current
Report on Form 8-K filed on June 4, 2010 and incorporated herein by reference thereto).

Second Amended and Restated Pooling and Servicing Agreement, between Discover Bank, as Master
Servicer, Servicer and Seller and U.S. Bank National Association, as Trustee, dated as of June 4, 2010
(filed as Exhibit 4.1 to Discover Bank’s Current Report on Form 8-K filed on June 4, 2010 and
incorporated herein by reference thereto), as amended by the First Amendment to Second Amended
and Restated Pooling and Servicing Agreement, between Discover Bank, as Master Servicer, Servicer
and Seller and U.S. Bank National Association, as Trustee, dated as of October 18, 2011 {(filed as
Exhibit 4.1 to Discover Bank’s Current Report on Form 8-K filed on October 19, 2011 and incorporated
herein by reference thereto).

Series Supplement for Series 2007-CC, dated as of July 26, 2007, between Discover Bank, as Master
Servicer, Servicer and Seller and U.S. Bank National Association, as Trustee (filed as Exhibit 4.3 to
Discover Bank’s Current Report on Form 8-K filed on July 27, 2007 and incorporated herein by
reference thereto), as amended by the Amendment to Specified Series Supplements, between Discover
Bank, as Master Servicer, Servicer and Seller and U.S. Bank National Association, as Trustee, dated as
of June 4, 2010 (filed as Exhibit 4.2 to Discover Bank’s Current Report on Form 8-K filed on June 4,
2010 and incorporated herein by reference thereto).

Discover Financial Services Omnibus Incentive Plan (filed as an attachment to Discover Financial
Services' Proxy Statement on Schedule 14A filed on February 27, 2009 and incorporated herein by
reference thereto).

Amended Form of Restricted Stock Unit Award Under Discover Financial Services Omnibus Incentive
Plan {filed as Exhibit 10.6 to Discover Financial Services’ Quarterly Report on Form 10-Q filed on
July 12, 2007 and incorporated herein by reference thereto).

Directors’ Compensation Plan of Discover Financial Services {filed as Exhibit 10.3 to Discover Financial
Services’ Current Report on Form 8-K filed on June 19, 2007 and incorporated herein by reference
thereto), as amended and restated as of January 20, 2011 (filed as Exhibit A to the Discover Financial
Services' definitive proxy statement filed on February 18, 2011 and incorporated by reference thereto),
as further amended by Amendment No. 2, effective as of December 1, 2011.

Amended Form of Restricted Stock Unit Award Under Discover Financial Services Directors’
Compensation Plan (filed as Exhibit 10.7 to Discover Financial Services’ Quarterly Report on Form 10-
Q filed on July 12, 2007 and incorporated herein by reference thereto).
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Exhibit Number

Description

10.12%

10.13t

10.14¢

10.15

10.16

10.17

10.18

10.19t

10.20

Discover Financial Services Employee Stock Purchase Plan {filed as Exhibit 10.2 to Discover Financial
Services’ Current Report on Form 8-K filed on June 19, 2007 and incorporated herein by reference
thereto) as amended by Amendment No. 1 to Discover Financial Services Employee Stock Purchase Plan
effective as of May 1, 2008 (filed as Exhibit 10.12 to Discover Financial Services’ Annual Report on
Form 10-K filed on January 28, 2009 and incorporated herein by reference thereto); Amendment No.
2 1o Discover Financial Services Employee Stock Purchase Plan, effective as of December 1, 2009 (filed
as Exhibit 10.2 to Discover Financial Services’ Quarterly Report on Form 10-Q filed on April 9, 2010
and incorporated herein by reference thereto); and Amendment No. 3 to Discover Financial Services
Employee Stock Purchase Plan (filed as Exhibit 10.3 to Discover Financial Services’ Quarterly Report on
Form 10-Q filed on September 28, 2011 and incorporated herein by reference thereto).

Offer of Employment, dated as of January 8, 1999 {filed as Exhibit 10.2 to Discover Financial Services’
Current Report on Form 8-K filed on June 12, 2007 and incorporated herein by reference thereto).

Woaiver of Change of Control Benefits, dated September 24, 2007 (filed as Exhibit 10.15 to Discover
Financial Services’ Registration Statement on Form S-4 filed on November 27, 2007 and incorporated
herein by reference thereto).

Collateral Certificate Transfer Agreement, dated as of July 26, 2007 between Discover Bank, as
Depositor and Discover Card Execution Note Trust {filed as Exhibit 4.4 to Discover Bank’s Current
Report on Form 8K filed on July 27, 2007 and incorporated herein by reference thereto).

Indenture, dated as of July 26, 2007, between Discover Card Execution Note Trust, as Issuer, and U.S.
Bank National Association, as Indenture Trustee {filed as Exhibit 4.5 to Discover Bank’s Current Report
on Form 8-K filed on July 27, 2007 and incorporated herein by reference thereto), as amended by the
First Amendment to Indenture, between Discover Card Execution Note Trust, as Issuer, and U.S. Bank
National Association, as Indenture Trustee, dated as of June 4, 2010 (filed as Exhibit 4.4 to Discover
Bank’s Current Report on Form 8-K filed on June 4, 2010 and incorporated herein by reference
thereto).

Amended and Restated Indenture Supplement for the DiscoverSeries Notes, between Discover Card
Execution Note Trust, as Issuer, and U.S. Bank National Association, as Indenture Trustee, dated as of
June 4, 2010 (filed as Exhibit 4.5 o Discover Bank’s Current Report on Form 8-K filed on June 4, 2010

and mcorporoted herein by reference thereto).

Omnibus Amendment to Indenture Supplement and Terms Documents, dated as of July 2, 2009,
between Discover Card Execution Note Trust, as Issuer, and U.S. Bank National Assoc:ohon as
Indenture Trustee (filed as Exhibit 4.1 to Discover Bank's Current Report on Form 8-K filed on July 6,
2009 and incorporated herein by reference thereto).

Discover Financial Services Change-in-Control Severance Policy (filed as Exhibit 10.6 to Discover
Financial Services’ Quarterly Report on Form 10-Q filed on October 12, 2007 and incorporated herein
by reference thereto, as amended by First Amendment, dated as of June 24, 2008 (filed as Exhibit 10.1
to Discover Financial Services’ Quarterly Report on Form 10-Q filed on October 9, 2008), Second
Amendment, effective as of March 1, 2011 (filed as Exhibit 10.2 to Discover Financial Services’
Quarterly Report on Form 10-Q filed on July 1, 2011) and Third Amendment, effective as of August 1,
2011 (filed on July 1, 2011)

Release and Settlement Agreement, executed as of October 27, 2008, by and amiong Discover
Financial Services, DFS Services, LLC, Discover Bank, and their Subsidiaries and Affiliates; MasterCard
Incorporated and MasterCard International Incorporated and their Affiliates; and Visa Inc. and its
Affiliates and Predecessors including Visa U.S.A. Inc. and Visa International Service Association (filed
as Exhibit 99.1 fo Discover Financial Services’ Current Report on Form 8-K filed on October 28, 2008).
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Exhibit Number

Description

10.211

10.221

10.23

10.24

10.25%

10.26%

10.27

10.28

10.29

10.30

10.31

10.32

10.33

10.34

2008 Year End Form of Restricted Stock Unit Award Under Discover Financial Services Omnibus
Incentive Plan {filed as Exhibit 10.21 to Discover Financial Services’ Annual Report on Form 10K filed
on January 28, 2009 and incorporated herein by reference thereto).

2008 Special Grant Form of Restricted Stock Unit Award Under Discover Financial Services Omnibus
Incentive Plan (filed as Exhibit 10.22 to Discover Financial Services’ Annual Report on Form 10-K filed
on January 28, 2009 and incorporated herein by reference thereto).

Form of Waiver, executed by each of Discover Financial Services’ senior executive officers and certain
other employees (filed as Exhibit 10.3 to Discover Financial Services’ Current Report on Form 8-K filed
on March 13, 2009 and incorporated herein by reference thereto).

Form of Executive Compensation Agreement, dated March 13, 2009, executed by each of Discover
Financial Services’ senior executive officers and certain other employees (filed as Exhibit 10.4 o
Discover Financial Services’ Quarterly Report on Form 10-Q filed on April 8, 2009 and incorporated
herein by reference thereto).

Form of Share Award Agreement Under Discover Financial Services Amended and Restated 2007
Omnibus Incentive Plan {filed as Exhibit 10(a} to Discover Financial Services’ Current Report on Form 8-
K filed on December 11, 2009 and incorporated herein by reference thereto).

Amendment to 2009 Year End Award Certificate for Restricted Stock Units Under Discover Financial
Services Amended and Restated 2007 Omnibus Incentive Plan, effective December 1, 2009 (filed as
Exhibit 10.1 to Discover Financial Services’ Quarterly Report on Form 10-Q filed on April 9, 2010 and
incorporated herein by reference thereto).

Settlement Agreement and Mutual Release between Discover Financial Services and Morgan Stanley,
dated February 11, 2010 (filed as Exhibit 10.1 to Discover Financial Services’ Current Report on Form
8-K filed on February 12, 2010 and incorporated herein by reference thereto).

Purchase Price Adjustment Agreement by and among Citibank, N.A., The Student Loan Corporation
and Discover Bank, dated September 17, 2010 (filed as Exhibit 10.32 to Discover Financial Services’
Annual Report on Form 10-K filed on January 26, 2011 and incorporated by reference thereto).

Amendment to Purchase Price Adjustment Agreement by and among Citibank, N.A., The Student Loan
Corporation and Discover Bank, dated December 30, 2010 (filed as Exhibit 10.33 to Discover Financial
Services’ Annual Report on Form 10-K filed on January 26, 2011 and incorporated by reference

thereto).

Indemnification Agreement by and between Citibank, N.A. and Discover Bank, dated September 17,
2010 (filed as Exhibit 10.34 to Discover Financial Services’ Annual Report on Form 10-K filed on
January 26, 2011 and incorporated by reference thereto).

First Amendment to Indemnification Agreement by and between Citibank, N.A. and Discover Bank,
dated December 30, 2010 (filed as Exhibit 10.35 to Discover Financial Services’ Annual Report on
Form 10-K filed on January 26, 2011 and incorporated by reference thereto).

Form Award Certificate for Restricted Stock Units Under Discover Financial Services Amended and
Restated 2007 Omnibus Incentive Plan (filed as Exhibit 10.4 to Discover Financial Services’ Quarterly
Report on Form 10-Q filed on April 8, 2011 and incorporated by reference thereto).

Form Award Certificate for Performance Stock Units Under Discover Financial Services Amended and
Restated 2007 Omnibus Incentive Plan (filed as Exhibit 10.5 to Discover Financial Services’ Quarterly
Report on Form 10-Q filed on April 8, 2011 and incorporated by reference thereto).

Asset Purchase Agreement between Discover Bank and Citibank, N.A. dated August 31, 2011 {filed as
Exhibit 10.2 to Discover Financial Services’ Quarterly Report on Form 10-Q filed on September 28,
2011 and incorporated by reference thereto). '
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Exhibit Number

Description

11

12
21
23
24
31.1

31.2

32.1

101.INS
101.SCH
101.CAL
101.DEF
101.LAB
101.PRE

Statement Re: Computation of Per Share Earnings (the calculation of per share earnings is in Part I,
ltem 8, Note 18: Earnings Per Share to the consolidated financial statements and is omitted in
accordance with Section (b)(11) of ltem 601 of Regulation S-K).

Statement Re: Computation of Ratio of Earnings to Fixed Charges.
Subsidiaries of the Registrant.

Consent of Independent Registered Public Accounting Firm.
Powers of Attorney (included on signature page).

Certification of Chief Executive Officer pursuant to Rule 13a-14{a) under the Securities Exchange Act of
1934.

Certification of Chief Financial Officer pursuant to Rule 13a-14(a) under the Securities Exchange Act of
1934,

Certification of Chief Executive Officer and Chief Financial Officer pursuant to Section 1350 of Chapter
63 of Title 18 of the United States Code.

XBRL Instance Document.

XBRL Taxonomy Extension Schema Document.

XBRL Taxonomy Extension Calculation Linkbase Document.
XBRL Taxonomy Extension Definition Linkbase Document.
XBRL Taxonomy Extension Label Linkbase Document.

XBRL Taxonomy Extension Presentation Linkbase Document.

*

We agree to furnish supplementally to the Commission a copy of any omitted schedule or exhibit to such agreement upon the request of the Commission in

accordance with ltem 601(b)(2) of Regulation S-K.
1 Management coniract or compensatory plan or arrangement required fo be filed as an exhibit to Form T0-K pursuant to ttem 15(b) of this report.

-172-



DISCOVER FINANCIAL SERVICES

COMPUTATION OF RATIO OF EARNINGS TO FIXED CHARGES

For the years ended November 30,

Exhibit 12

2011 2010 2009 2008 2007

Earnings:
Income from continuing operations before income tax expense.........c...cveveeeveirrecrieenas 3,511,244 1,268,859 2,120,898 1,657,605 1,525714

Losses from unconsolidated INVESIEES ............veveireeeee e 5,301 4,143 3,396 3,946 4,279
TOA] EAMMINGS. ...t eeciteteiiietei ettt ebe e bttt n st s erets 3,516,545 1,273,002 2,124,294 1,661,551 1,529,993
Fixed Charges!):

Total interest expense 1,484,552 1,582,988 1,251,285 1,288,004 1,223,271

Inferest factor in rents 5,387 4,740 4,383 4,777 3,489

Preferred stock requIremMents...........o.cccoiieueirieiiiienne e e — 39,488 72,890 — -
Total fixed charges ......covuiuiireiiiicciie ettt 1,489,939 1,627,216 1,328,558 1,292,781 1,226,760
Earnings from continuing operafions before income tax expense and fixed charges............. 5,006,484 2,900,218 3,452,852 2,954,332 2,756,753
Ratio of earnings 1o fixed charges...........coceirirircinnicinec e 34 1.8 2.6 23 22

(1) Fixed charges are the sum of interest expense, amortized premiums, discounts and capitalized expenses related to indebtedness, an estimate of interest within rental expense and preference security

dividend requirements.



Exhibit 21

DISCOVER FINANCIAL SERVICES

SUBSIDIARIES
Subsidiary Jurisdiction of Incorporation or Formation
Bank of New Castle ..........ovoiiuiiieieietiet ettt Delaware
DB Servicing Corporation .............ovumeeiiieiaeiiiee ettt Delaware
Diners Club International Lid. ...........ccocooioiiiiiiiiii e New York
DiISCOVEI BANK. ....o.viiiiiticeiiiiecti ettt ettt et es Delaware
Discover Community Development Corporation..............oeevrierereererienieneeneeesereeeeenes Delaware
Discover Financial Services {Canada), INC. .......coiiiiiiiioeiiiii et Canada
Discover Financial Services (Cayman) Limited.............c.coioveeriiniiiniiie e Cayman Islands
Discover Financial Services (Hong Kong) Limited..........c.coeiiiiiininiiiicceee ~ Hong Kong
Discover Finaricial Services (UK} LImited .........cooviiiiiiiioiiiiiii e England/Wales
Discover Financial Services Insurance Agency, Inc.................... et e e e Delaware
Discover Home Loans, INC.......ooiiviriiiiiie ettt et e av e e e saai e e e e Delaware
Discover Information Technology (Shanghai) Limited.............cccoeiieriiniioiiiiiineicceeceee Shanghai
DiISCOVEr ProdUCS INC. ....eieiiiiiieiceicie ettt ettt sb e enn et eneen Utah
Discover Properties LLC .......cooiiiiiiiiiiiiiii ettt Delaware
Discover Receivables Financing Corporation..............c.ueieeerieieesreiinieieieneeeneeeseceeeneas Delaware
Discover Services Corporation.......... FE P O TP PRROUPPIROPPUITRR PRI Delaware
Discover SLFUNAING LLC ......oiiiiiie ettt et Delaware
DFS Corporate Services LLC .......ccooiiiiiiiiiiie et Delaware
DFS ESCIOW, G, <ttt et e e e et e e et e e s enantae s ennraeaean Delaware
DFS International InC. ..o Delaware
DFS Services LLC .....viieitieiietieteeeteeteei et et et estae e esseenre e ebeeeseeseeeameesaeesereeneenbeenneas Delaware
DRFC FUNAING LLC ...ttt ettt et et Delaware
GIC Insurance AGeNCy, INC........euiiiiiiiiiiiiiiiiice et a e e Delaware
PULSE INEIWOTK LLC ...ttt . Delaware
SCFC ReCOIVADIES COMP. .......ceeeeieeitieiee ettt ettt Delaware

The Student Loan Corporation ...............c.ccueieuieieuiiiecieieieeieee ettt ers e ssaesa e enaenens Delaware




Exhibit 23

CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

We consent to the incorporation by reference in Registration Statement Nos. 333-173360, 333-150228,
333-144184, 333-144188, and 333-144189 on Form S-8 and Nos. 333-160447 and 333-158498 on Form S-3 of
our reports dated January 26, 2012, relating to the consolidated financial statements of Discover Financial Services
{which report expresses an unqualified opinion and includes an explanatory paragraph relating o Discover Financial
Services’ adoption of the accounting standards, “Accounting for Transfers of Financial Assets — an amendment of FASB
Statement No. 140” and “Amendments to FASB Interpretation No. 46(R)”, on December 1, 2009), and the effectiveness
of internal control over financial reporting, appearing in this Annual Report on Form 10-K of Discover Financial Services

for the year ended November 30, 2011.

b ﬁ“% f’ W LLp

Chicago, lllinois
January 26, 2012



Exhibit 31.1

CERTIFICATION
|, David W. Nelms, certify that:
1. | have reviewed this Annual Report on Form 10-K of Discover Financial Services {the “registrant”);

2. Based on my knowledge, this report does not contain any unirue statement of a material fact or omit fo state a
material fact necessary to make the statements made, in light of the circumstances under which such statements were
made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly
present in all material respects the financial condition, results of operations and cash flows of the registrant as of,
and for, the periods presented in this report;

4. The registrant’s other certifying officer and | are responsible for establishing and maintaining disclosure controls and
procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)} and internal control over financial
reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the registrant and have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be
designed under our supervision, to ensure that material information relating to the registrant, including its
consolidated subsidiaries, is made known to us by others within those entities, particularly during the period in
which this report is being prepared;

b) Designed such internal control over financial reporting, or caused such internal control over financial reporting
to be designed under our supervision, to provide reasonable assurance regarding the reliability of financial
reporting and the preparation of financial statements for external purposes in accordance with generally
accepted accounting principles;

c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our
conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the period
covered by this report based on such evaluation; and

d) Disclosed in this report any change in the regisirant’s infernal control over financial reporting that occurred
during the registrant's most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an annual
report) that has materially affected, or is reasonably likely to materially affect, the registrant’s internal control
over financial reporting; and

5. The registrant's other certifying officer and | have disclosed, based on our most recent evaluation of internal control
over financial reporting, to the registrant’s auditors and the audit committee of the registrant’s board of directors (or
persons performing the equivalent functions):

a) Al significant deficiencies and material weaknesses in the design or operation of infernal control over financial
reporting which are reasonably likely to adversely affect the registrant’s ability to record, process, summarize
and report financial information; and

b) Any fraud, whether or not material, that involves management or other employees who have a significant role
in the registrant’s internal control over financial reporting.

Date: January 26, 2012

/s/ DaviD W. NEwms

David W. Nelms
Chairman of the Board and
Chief Executive Officer




Exhibit 31.2

CERTIFICATION

I, R. Mark Graf, certify that:

1.
2.

| have reviewed this Annual Report on Form 10-K of Discover Financial Services (the “registrant”);

Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a
material fact necessary to make the statements made, in light of the circumstances under which such statements were
made, not misleading with respect fo the period covered by this report;

Based on my knowledge, the financial statements, and other financial information included in this report, fairly
present in all material respects the financial condition, results of operations and cash flows of the registrant as of,
and for, the periods presented in this report;

The registrant’s other certifying officer and | are responsible for establishing and maintaining disclosure controls and
procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial
reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the registrant and have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be
designed under our supervision, to ensure that material information relating to the registrant, including its
consolidated subsidiaries, is made known to us by others within those entities, particularly during the period in
which this report is being prepared;

b) Designed such internal control over financial reporting, or caused such internal control over financial reporting
to be designed under our supervision, to provide reasonable assurance regarding the reliability of financial
reporting and the preparation of financial statements for external purposes in accordance with generally
accepted accounting principles;

c) Evoluated the effectiveness of the regisirant’s disclosure controls and procedures and presented in this report our
conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the period
covered by this report based on such evaluation; and

d) Disclosed in this report any change in the registrant’s internal control over financial reportfing that occurred
during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an annual
report) that has materially affected, or is reasonably likely to materially affect, the registrant’s internal control
over financial reporting; and

The registrant’s other certifying officer and | have disclosed, based on our most recent evaluation of internal control
over financial reporting, to the registrant’s auditors and the audit committee of the registrant’s board of directors (or
persons performing the equivalent functions):

a) All significant deficiencies and material weaknesses in the design or operation of internal control over financial
reporting which are reasonably likely to adversely affect the registrant’s ability to record, process, summarize
and report financial information; and

b) Any fraud, whether or not material, that involves management or other employees who have a significant role
in the registrant’s infernal control over financial reporting.

Date: January 26, 2012

/s/ R. MARK GRAF

R. Mark Graf

Executive Vice President, Chief Financial Officer and

Chief Accounting Officer



Exhibit 32

CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002
In connection with the Annual Report of Discover Financial Services (the “Company”) on Form 10K for the period
ended November 30, 2011, as filed with the Securities and Exchange Commission (the “Report”), each of David W.
Nelms, Chairman of the Board and Chief Executive Officer of the Company, and R. Mark Graf, Executive Vice President,

Chief Financial Officer and Chief Accounting Officer of the Company, certifies, pursuant to 18 U.S.C. Section 1350, as
adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, that:

1. The Report fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act of
1934; and

2. The information contained in the Report fairly presents, in all material respects, the financial condition and
results of operations of the Company.

Date: January 26, 2012

/s/  Davib W. NEwms

David W. Nelms
Chairman of the Board and
Chief Executive Officer

Date: January 26, 2012

/s/ R. MARK GRAF

R. Mark Graf
Executive Vice President, Chief Financial Officer and
Chief Accounting Officer




e BOARD OF DIRECTORS —_—

Jeffrey S. Aronin
Chairman and CEO
Paragon Pharmaceuticals

Mary K. Bush

President, Bush International

Gregory C. Case
President and CEO, Aon Corporation

Robert M. Devlin
Chairman, Curragh Capital Partners

Cynthia A. Glassman
Former Under Secretary for Economic
Affairs, U.S. Department of Commerce

Richard H. Lenny
Operating Partner
Friedman Fleischer & Lowe LLC

Thomas G. Maheras
Founding Partner
Tegean Capital Management, LLC

Michael H. Moskow
Retired President and CEO
Federal Reserve Bank of Chicago

David W. Nelms
Chairman and CEO

Discover Financial Services

E. Follin Smith

Retired Executive Vice President
CFO and CAO

Constellation Energy Group, Inc.

Lawrence A. Weinbach

Lead Director, Discover Financial Services
Chairman

Great Western Products Holdings LLC
Managing Director

Yankee Hill Capital Management LLC

— EXECUTIVE OFFICERS

David W. Nelms

Chairman and Chief Executive Officer

Roger C. Hochschild

President and Chief Operating Officer

R. Mark Graf

Executive Vice President
Chief Financial Officer and
Chief Accounting Officer

Kathryn McNamara Corley
Executive Vice President
General Counsel and Secretary

Carlos Minetti

Executive Vice President
President~Consumer Banking
and Operations

Diane E. Offereins
Executive Vice President
President—Payment Services

Mary Oleksiuk
Senior Vice President and
Chief Human Resources Officer

James V. Panzarino
Executive Vice President
Chief Credit Risk Officer

Glenn Schneider

Senior Vice President
Chief Information Officer

Harit Talwar
Executive Vice President
President-U.S. Cards

PRIMARY INVESTOR CONTACT
- (____ -

investor Relations
Phone: 1224 - 405 - 4555

investorrelations@discover.com

TRANSFER AGENT

—_—

Computershore
480 Washington Boulevard
Jersey City, NJ 07310-1900
Phone: 1-866-258- 6590

Corporate Web site:
www.bnymellon.com /shareowner/equityaccess

~——  ANNUAL SHAREHOLDERS’ ———
MEETING

The 2012 Annual Meeting
of Shareholders
of Discover Financial Services
will be held on
Wednesday, April 18, 2012, at 9:00 am CST
at the company’s headquarters at

2500 Lake Cook Road,
Riverwoods, IL 60015.

This Annual Report contains forward-looking statements. You are cautioned not o place undue reliance on forward-looking statements, which speak only as of the date on which they are
made, which reflect management's estimates, projections, expectations or beliefs at that time, and which are subject to risks and uncertainties that may cause actual results to differ materially.
For adiscussion of certain risks and uncertainties that may affectour future results, please see “Risk Factors,” “Special Note Regarding Forward-Looking Statements,” “Business—Competition,”
“Business — Supervision and Regulation” and “Management’s Discussion and Analysis of Financial Condition and Results of Operations” in the accompanying Annual Report on Form 10-K

for the year ended November 30, 2011.

We own or have rights fo use the trademarks, trade names and service marks that we use in conjunction with the operation of our business, including, but not limited to: Discover®, PULSE}
Cashback Bonus®, Discover® More® Card, Discover® Motiva™ Card, Discover® Open Road® Card, Discover® Network and Diners Club Infernational? All other trademarks, trade names and service
marks included in this Annual Report are the property of their respective owners.

©2012 Discover Financial Services



OUR VISION

To be the most

rewarding relationship
consumers and

businesses have with a
financial services company.

QUR MISSION

To help people

spend smarter,
manage debt better
and save more so
they achieve a

brighter financial future.

OUR VALUES

Doing the right thing
Innovation

Simplicity
Collaboration
Openness
Volunteerism
Enthusiasm

Respect

DISC@&VER

discoverfinancial.com 2500 Lake Cook Road - Riverwoods, illinois 60015



